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Chapter 1: 
An overview of real 
estate management 


Real estate professionals work in a dynamic, 
ever-changing environment. Understanding the 
demands of clients and being able to analyze 
their needs are essential skills for the real estate 
manager. Having a critical eye, paying close 
attention to detail, and being able to effectively 
communicate with a variety of people—along 
with having a tech-savvy edge—are important 
elements for success. Succeeding as a real estate 
manager will require many skills, but having a 
positive approach and working with people are 
truly essential and will help to reap great 
rewards. 


The profession of real estate 
management 


Professional real estate management is a thriving 
and satisfying career that many people choose as 
their occupation. To better understand the 
growth and development of the profession to 
date, it is important to understand the history 
and to reflect back to 1907 to the founding of 
the National Association of Building Owners and 
Managers. This association focused specifically 


on office buildings, but it wasn’t until sixteen 
years later that this organization created a 
division that specialized in managing rental 
apartments and other types of commercial 
properties. However, only local real estate 
boards were members of the Property 
Management Division. 


As a result of dire circumstances, businesses that 
survived the stock market crash in 1929 were in 
an uncertain position. They had already suffered 
substantial losses, and the poor management of 
their real estate holdings would result in 
additional losses. A strong need to establish 
standard management practices and methods of 
accrediting real estate managers became evident. 
The National Association of Building Owners 
and Managers subsequently reorganized the 
Property Management Division into a different 
type of body. 


In 1933, one hundred real estate management 
firms joined together to form IREM® (Institute of 
Real Estate Management) as an affiliate of the 
National Association of Real Estate Boards, 
today known as the NATIONAL ASSOCIATION OF 
REALTORS (NAR®). Five years later, the founders 
of IREM agreed that accrediting individual real 
estate managers was more fundamental and 
beneficial than recognizing the integrity of 
management firms. IREM inaugurated the 
Certified Property Manager (CPM®) designation 
to acknowledge the individual professional 
achievement of real estate managers who 


successfully complete a series of real estate 
management courses after working a certain 
number of years in the profession and managing 
a portfolio of a required size. Other factors 
involving the individual’s professional 
experience are also considered. 


As IREM has grown, it has responded to and 
accommodated changes in the real estate 
management profession by developing 
additional credentials—the Accredited 
Management Organization (AMO®) in 1945, the 
Accredited Residential Manager (ARM®) in 
1974, and in 2006, the Accredited Commercial 
Manager (ACoM®) certification. 


Because education is one of the most vital 
qualifications of a professional real estate 
manager, Principles of Real Estate Management 
presents the information managers need to learn 
to become professionals. Being able to identify 
areas of economic, social, and political change, 
and to understand the ways they affect certain 
properties, is truly essential for this profession. 
This book assists in creating programs to 
respond to such changes, which are a major 
component in laying the foundation of success. 


What is real estate? 

Before diving into the nuances of different 
property types, it’s important to first examine 
real estate, which is solely the land and all of its 
parts—landscapes, timber, waterways, roads, 
fences, structures, utilities, and all other 


permanently attached improvements and 
structures. While farms, golf courses, and even 
deserts are real estate as well, the definition of 
real estate is often limited to nonagricultural 
property that houses individuals or families or 
accommodates commerce, industry, professions, 
or other activities. Any changes or new trends 
related to these properties directly affect real 
estate and the way it is managed. Depending on 
the ways our society expands and changes, real 
estate managers need to respond to the effects of 
population shifts—either to capitalize on them 
or to minimize their effects on the real estate 
that is in their care. 


As a homeowner, one is considered an investor in 
real estate. However, owning an apartment 
building is considered an investment in income- 
producing real estate—property that is rented or 
leased to others who pay rent. Investment in real 
estate can range from a small shopping center in 
a neighborhood to a high-rise apartment 
community. No matter what type of use or 
service occurs on the land, the success or failure 
of the investment relies on many factors that 
include but are not limited to the following: 


e Governmental regulations and taxes 
e Accessibility to and from the property 
+ Financing limitations 


* Topography or the features of the land 
surface 


e Economic conditions (local and global) 


Real estate has typically been a steady and 
appreciating investment vehicle over time. When 
purchasing a home became more affordable in 
the 1940s and 1950s, the dream of 
homeownership became a reality for many. 
Investments from that period have perhaps 
doubled, tripled, or even quadrupled in value. 
Similarly, the same result is expected if one 
invests in the stock market, a 401(k), or another 
investment medium—but those investments are 
intangible. Real estate, however, is a tangible 
investment that has the ability to change and 
adapt to future trends. For this reason, investing 
in real estate usually carries with it a feeling of 
pride and satisfaction. However, while the goal 
of an owner is to create and increase value, real 
estate assets can decline. If a property is not well 
cared for, that is easily detectable. Other factors 
are important to the overall success of a 
property but are not as easily detectable, such as 
responding to economic changes or poor 
budgeting. Owners who are unable to stay up to 
date with changing demands hire real estate 
managers to oversee their properties and to 
maintain all operations and the physical 
condition of the property to the highest 
standards. 


The role of real estate managers 


A real estate manager is responsible for 
conducting the operations, marketing, leasing, 


and financial reporting of the property to meet 
the objectives of the owner. Planning for the 
future of the property by proposing physical and 
fiscal strategies that will enhance the value of 
the real estate asset is another major component 
of the job. 


Because larger buildings cost more to build and 
maintain, and fewer individuals can afford them, 
financing by outside sources became prevalent 
and that created a new type of ownership. 
Ownership by groups, or pooled capital, 
emerged due to the demand and need, but such 
ownership required different handling. For 
instance, larger properties required more full- 
time attention and higher financing costs. These 
larger assets also required greater scrutiny of 
cash flow, or monies remaining after all expenses 
have been paid. The interests of multiple owners 
required intermediary or third-party managers, 
and that entailed increased duties for managing 
the financial aspect of the asset, rather than 
simply overseeing the maintenance and 
collection of rent. As the role of real estate 
managers evolved, two major property types 
became specialties: (1) residential and (2) 
commercial. 


When land prices in cities rose because of the 
heightened demand for space, that prompted the 
construction of large, higher-density projects 
and, over time, the upgrading of residential 
conditions and equipment. Central heating, air 
conditioning, additional bathrooms, and other 


improvements became standard features in 
apartment buildings. Maintenance requirements 
grew with each additional feature, increasing the 
need for specially trained, professional 
management of residential property. Commercial 
properties, which include industrial, office, and 
retail spaces, have seen major changes 
throughout history. With advances in structural 
engineering, high-rise buildings emerged; they 
housed some of the earliest office buildings. 
With every additional floor, the number of 
tenants increased; the increased numbers 
required the special skills of a full-time team— 
real estate managers, leasing agents, and a large 
maintenance team—to serve the tenants and 
their customers. 


Real estate management as a profession is 
the result of four major occurrences: 


r 


Development of a legal system that granted individuals the right to own real 
property 
Increased complexity and size of buildings and their components 


eK 


. Changing economic conditions that required professional management and 
advice to achieve sound fiscal operation of income-producing property 


- 


Satisfying the needs and desires of those people who live, work, and shop in 
these properties 


To meet the needs of growing markets, shopping 
centers developed and evolved from smaller 
strips of independent stores to large, enclosed 
malls with unified themes. They, too, required 
real estate managers. Over time, these trends in 
residential and commercial development sparked 
an increasing demand for management and 
ultimately led to further specialization into the 
three most common specialties today: (1) 


residential, (2) office, and (3) retail. However, 
the transition from some owners allowing real 
estate managers to deal with such large 
investments to the general acknowledgment of 
the profession didn’t happen overnight. The next 
section describes the cycles of real estate 
management throughout history, how 
management came to be what it is today, and 
what that will mean for our future. 


The cycles of real estate 
management 


Historically, major events in the world and the 
economy have had an impact on the real estate 
industry. It’s important to understand how these 
occurrences changed the way real estate 
managers function today, how the profession 
was perceived throughout history, and how 
property ownership evolved into such a widely 
recognized and valued commodity to investors 
in the United States and all over the world. 


From 1920 to the stock market crash 
of 1929 


Due to rapid business expansion and a 
consequent demand for rental space, many 
owners became quite wealthy and chose to 
travel for long periods or even to move to 
warmer climates altogether. Because these 
investors settled far from their properties, they 
hired real estate managers to collect rents, 
manage the maintenance staff, and oversee 
general utilities. After paying the basic expenses, 


the real estate manager forwarded the remainder 
of the income from the rents to the owners. 
However, an owner’s specific authorization was 
usually necessary for any other expenditure. 
Owners also negotiated leases personally, so the 
extent of real estate management during the 
1920s was still limited. 


Before the U.S. economy collapsed in the stock 
market crash of 1929, there was unparalleled 
urban prosperity and building construction was 
at a high. Many building projects were financed 
through private loan services, other building 
associations, and insurance companies. Coast-to- 
coast networks of chain stores emerged, and that 
development held great promise for real estate 
managers. 


After the crash, the country’s income-producing 
real estate was left in the hands of mortgage 
holders. Banks were unwilling or unable to 
renew loans; many borrowers had only one 
option—to default on the loans and let the banks 
foreclose. For the first time, a large amount of 
property was gathered under one ownership, one 
policy, and one common perspective. While it 
was something of a luxury for an owner to hire a 
real estate manager before the crash, banks 
absolutely needed real estate managers in large 
numbers to assist them with this onslaught of 


property. 


Recovery period after the Great 
Depression, 1934 to 1941 


Following the Great Depression, real estate 
management experienced years of trial and 
error, while the operators of lender-owned real 
estate adopted other views. They needed 
professional, knowledgeable experts who could 
provide sophisticated analysis, market research, 
and an organized approach to property 
administration. 


After the recovery years, ownership was 
redistributed to new owners. Real estate 
promised once again to be a profitable 
opportunity for investors. Individuals and 
partnerships (sometimes called syndicates) 
purchased property from lenders who were 
reducing their real estate portfolios as they 
prepared to resume their other activities. In 
many cases, to ensure the highest and best use of 
the properties, the new owners retained the real 
estate managers who were previously hired by 
the banks. The upsurge in occupancy, rental 
rates, and property values characterized the 
recovery period (1934 to 1939). 


At the end of 1941, when the United States 
entered into World War II, the demand for rental 
space was so high that owners easily rented their 
own properties, so the need for professional real 
estate management in the residential area 
diminished. However, the Society of Industrial 
Realtors (SIR)—later to be called the Society of 
Industrial and Office Realtors (SIOR)—was 
formed in response to World War II. The U.S. 
Department of War greatly needed space in and 


availability of vacant industrial buildings, which 
led to a need for professional property managers. 


Post—World War II, 1942 to 1959 


Phenomenal construction from 1946 until 1956 
satisfied the demands for housing after World 
War II and after the Korean War. The number of 
residential units built exceeded the demand for 
new space. Much of this construction occurred in 
newly developed suburbs, which had increased 
due to more people owning cars. This period 
also marked the beginning of the baby boom. 
For many, the suburbs became the place of 
choice to live—especially because many business 
executives decided to move farther from the 
city. As a result, their companies and businesses 
essentially moved with them, which created 
more jobs and opportunities away from the city 
in the suburbs. 


As this tendency grew, many mid- and high-rise 
apartment buildings became popular in 
metropolitan areas beginning in the late 1950s; 
such buildings could house hundreds or 
thousands of people in the area of a city block. 
This concentration of population intensified 
service requirements and consequently increased 
the need for knowledgeable and professional 
real estate management. 


From 1960 to 1979 


Condominiums emerged in the 1960s and 1970s 
and offered real estate managers even more 
opportunities because of the ownership structure 


involved. For commercial properties, an 
enormous demand for office space characterized 
this period. As companies prospered, they 
outgrew their existing quarters. Office 
operations became more complex, and 
companies needed more space for newer 
equipment. Retail space also developed, as did 
the number and size of shopping centers, 
especially in the suburbs. 


A steady increase in the supply of mortgage 
money during the 1960s and 1970s affected the 
real estate management industry because it 
made way for the development of large, income- 
producing properties. Real estate investment trusts 
(REITs) and pension funds were among the 
sources of mortgage money. A REIT is an entity 
that sells shares of beneficial interest to investors 
and uses the funds to invest in real estate or 
mortgages. This form of investment permits 
those with limited capital to participate in large 
real estate investments. REIT units can be traded 
privately, and some of the larger ones are traded 
on public stock exchanges, thus providing 
significant flexibility. However, REITs are 
inherently subject to fluctuations in the real 
estate market and the stock market, the integrity 
of the administration of the trust, and changes in 
governmental policy. 


After the passage of the Employment Retirement 
Income Security Act (ERISA) in 1974, pension 
funds and insurance companies began to take an 
interest in real estate as a means of diversifying 


their portfolios and capitalizing on the rapid 
appreciation of real property developments, and 
that led into the role of pension funds in the 
1980s. 


From 1980 to 1990 


The decade started with a booming real estate 
industry and ended with a crash. Between 1980 
and 1982, the United States suffered the next 
recession since the Great Depression. During that 
period of double-digit inflation, investors viewed 
real estate as a way to preserve capital. The 
recession finally gave way to a period of 
prosperity, and construction boomed. One 
reason for the nation’s rebound from recession in 
1983 was the availability of credit, which 
resulted from changes in federal regulations 
related to banks and savings and loan 
associations (S&Ls). Previously, the federal 
government prohibited S&Ls (also called thrifts) 
from lending money for commercial real estate 
development and from investing directly in real 
estate, but it removed those restrictions in the 
early 1980s. 


These changes, combined with the Tax Reform 
Act of 1980 (1980 Act), offered numerous 
incentives for real estate investment and fueled 
unprecedented development. Large syndicates 
and partnerships organized to take advantage of 
the credit and tax opportunities. Pension funds 
also played an increasingly important role in 
real estate investment, and REITs rebounded 
from their disfavor and again became important 


sources of investment. This record growth 
eventually faltered because of the following two 
significant and almost concurrent events: 


1. As a result of overbuilding, the 
market saw an overabundance of 
available rentable space. Many 
developers lost their properties 
because high vacancy rates reduced 
their cash flow and prevented them 
from making their loan payments. 
Massive foreclosures ensued. 


2. The federal government enacted the 
Tax Reform Act of 1986 (1986 Act), 
which repealed most of the income 
tax incentives granted through the 
1980 Act. In particular, the new law 
defined rental income from real 
property as passive activity income— 
income in which the investor does not 
materially participate in earning the 
funds. Similarly, losses from such 
passive activities, which had been 
deductible from active income (i.e., 
salary) under the 1980 Act, could no 
longer be deducted under the 1986 
Act. The changes significantly 
reduced the attraction of real estate 
for most long-term investors. 


The oversupply of vacant property, coupled with 
hundreds of poorly conceived developments and 
numerous failing syndicates and partnerships, 


lowered the value of the properties that the 
banks and S&Ls had seized. As a result, many of 
the financial institutions that held the properties 
went bankrupt and were taken over by federal 
regulators. 


In the late 1980s, many more REITs were 
created as a result of companies not being able 
to sustain themselves. They reemerged as 
publicly traded companies and consequently 
incurred more restrictions. By early 1989, a 
significant portion of the savings and loan 
industry had collapsed. Thrift failures were so 
widespread that the U.S. government dissolved 
the Federal Savings and Loan Insurance 
Corporation (FSLIC)—the agency that insured 
deposits in participating S&Ls. 


The federal government needed an organization 
to efficiently manage and dispose of the assets 
from the thrifts that were in receivership, so it 
created several new governmental agencies. The 
Resolution Trust Corporation (RTC) was among 
them. Upon its creation, the RTC became the 
largest landowner in the United States. At the 
end of 1995, the RTC had taken over 747 thrifts 
with total real estate assets of all types valued at 
nearly $402.6 billion. Among other strategies, 
the RTC contracted with real estate management 
firms to manage and market many of those 
assets for disposition. The RTC had no way to 
finance the sales of the properties they were 
trying to liquidate, which led ultimately to the 
creation of the commercial mortgage-backed 


security (CMBS). 


By the end of the 1980s, foreign investments in 
the United States had skyrocketed, including 
foreign-owned real estate. Foreign investors 
were buying up U.S. businesses, farm land, real 
estate, stocks, and bonds at a record pace. The 
United States became a debtor nation in world 
accounts by attracting more long-term inward 
investments than it did outward investments. As 
these foreign investments began to emerge in the 
1970s, it is important to note that the enactment 
of the Foreign Investment in Real Property Tax 
Act of 1980 required foreigners to pay tax on the 
gains realized upon the sale of real property 
located in the United States. 


From 1990 to 2000 


In many markets, office vacancy rates remained 
high throughout most of the decade. In addition 
to the consequences of earlier overbuilding, 
numerous corporate mergers and restructurings 
(workforce downsizing) reduced companies’ 
space needs. Technological advances allowed 
people to work at home while being linked 
electronically to their places of employment. 


Technology also affected retailing. Encryption 
software enabled online credit card purchases, 
and so-called e-commerce thrived as new 
businesses started online while established 
retailers rushed to online advertising as an 
additional marketing and sales tool. Power 
shopping centers—centers dominated by large 


space users that sold goods at discount prices— 
made major inroads (power shopping centers are 
explained in more detail in Chapter 13). 


In 1994, the North American Free Trade Alliance 
(NAFTA) was passed, eliminating all nontariff 
barriers to agricultural trade between the United 
States and Mexico. Increasingly, manufacturers 
produced goods outside of the United States at 
lower cost, which meant fewer manufacturing 
jobs and less space used for production. While 
heavy industry declined, the development of 
low-rise, flexible structures (flex space) that 
could be configured as offices or used for light 
manufacturing grew. Apartments built in the 
1990s often included amenities more typical of 
single-family homes, such as great rooms— 
combined living/dining room and kitchen—with 
larger bathrooms and walk-in closets. Those 
changes added to the appeal of renting vs. 
homeownership and helped keep average rents 
high. 


With the increased global reliance on technology 
and the failure of established programming to 
anticipate dates overlapping with the previous 
century, the world expected a global crashing of 
computers to herald the dawn of the twenty-first 
century. While that crash did not materialize on 
any scale, other problems loomed on the 
horizon. The economic growth of the 1990s 
slowed after 2000. Even though the economy 
slowed, productivity increased, and that kept job 
growth low and affected the office and industrial 


real estate markets because the demand for 
additional office space was low. However, the 
discipline of lenders slowed new development 
and prevented the recession in real estate from 
being as deep as it had been in the 1990s. 


The United States continued to maintain a 
negative balance of trade—importing more goods 
than were exported—which resulted in the loss 
of even more manufacturing jobs. At the same 
time, many corporations increasingly outsourced 
professional jobs, many in technology fields, to 
developing countries where educated 
populations would work for low wages. The year 
2000 saw another wave of bankruptcies as 
online service providers and retailers found they 
were unable to generate sufficient revenue or 
obtain needed capital to sustain their operations. 


Effects of 9/11 on real estate 
management 


The terrorist attack on the United States on 
September 11, 2001, was a defining moment in 
U.S. history. The repercussions of that event 
were a precursor to many features of life today, 
and the American way of life changed forever— 
including the real estate management industry. 
The economy continued to slow in 2001 along 
with the pace of hiring. In most industries, wage 
increases were small or nonexistent, and 
employees in some industries had to accept pay 
reductions. The travel and tourism industries 
were hit the hardest. Increased security checks 
after 9/11 made travel more irritating, and 


major airlines went through bankruptcy 
proceedings. 


The effects of 9/11 had a lingering impact on 
real estate management in the form of increases 
in management time and property operating 
costs. Other challenges included higher costs in 
finding and obtaining adequate property 
insurance coverage that contained provisions 
related to terrorism, requiring more intensive 
screening of prospective residential and 
commercial tenants—for security issues as well 
as financial concerns—and developing more 
comprehensive emergency procedures that 
emphasized preparation against acts of 
terrorism. 


The USA PATRIOT Act—the acronym stands for 
“providing appropriate tools required to 
intercept and obstruct terrorism”—addressed 
security issues from 9/11. Residential property 
managers intensified their screening of rental 
applicants, in particular the verification of each 
prospect’s identity and citizenship or 
immigration status. Rules for commercial 
properties increased security measures and 
required more attention to the activities of 
tenants, visitors, and guests. Executive Order 
13224, issued September 23, 2001, required 
those leasing commercial space to check the 
names of officers of prospective tenant 
companies against the Specially Designated 
Nationals and Blocked Persons List, which 
identifies individuals suspected of terrorism or 


related activities. 


The Enron scandal 


October 2001 saw the bankruptcy of the Enron 
Corporation, a Texas-based energy company. 
Many executives at Enron were indicted for a 
variety of charges and were later sentenced to 
prison. In addition to being the largest 
bankruptcy reorganization, Enron was attributed 
as the biggest audit failure—the company’s 
$63.4 billion in assets made it the largest 
corporate bankruptcy in U.S. history until 
WorldCom’s bankruptcy the following year. As a 
consequence of the scandal, new regulations and 
legislation were enacted to expand the accuracy 
of financial reporting for public companies. One 
piece of legislation, the Sarbanes-Oxley Act 
(SOX), expanded repercussions for destroying, 
altering, or fabricating records in federal 
investigations or for attempting to defraud 
shareholders. 


After the SOX legislation, property management 
companies were required to recognize the SOX 
compliance and to continually manage 
compliance as information and technologies 
change. Because new SOX compliance brought 
more challenges, management companies had to 
set their policies and controls carefully by 
contracting consulting experts, regardless of 
whether they decided to pursue automated or 
manual controls. 


Were it enough to simply list the ethical 


standards a company expects from its 
employees, Enron’s implosion and the Wall 
Street collapses might not have occurred. To 
state ethical intentions when company leaders 
act in direct contrast to those intentions clearly 
sends a contradictory message to the entire 
organization. 


From 2003 to 2010 


The array of high-tech equipment used for 
businesses demanded office buildings that could 
support state-of-the-art technology. Developers 
designed new office buildings to meet those 
requirements. If retrofitting older office 
buildings for tenants’ technology needs was 
costly or otherwise impractical, owners and 
developers converted the old buildings to other 
uses, including hotels, condominiums, and 
apartments. 


Trends toward urban living as well as 
neighborhood and downtown retailing 
increased. In addition, the green movement 
began. Efforts to minimize urban sprawl and 
achieve reductions in our “carbon footprint” had 
a great influence on developers. By encouraging 
downtown residential development—both as 
new construction and by conversion of 
commercial buildings—major cities became 
desirable places to live, work, and play. 
Suburban areas saw increasing numbers of 
common interest realty associations (CIRAs) such 
as townhouse communities and low- and mid- 
rise condominiums. Single-family homes were 


increasingly built in gated (common interest) 
communities as well. 


Beginning in 2004, the chairman of the Federal 
Reserve Bank began to raise the federal funds 
rate and the discount rate in small increments 
(25 basis points—one-fourth of 1 percent—at a 
time) to control inflation as the economy 
continued to recover. Home buyers and home 
owners benefited from the low interest rates as 
they financed and refinanced home purchases. 


The Great Recession of 2008 was very similar to 
the recession of the 1980s in that it was deep 
and lasting, and it affected individuals and 
corporations that many would have thought 
were untouchable. One of the top two owners of 
shopping malls in the United States, whose 
revenues were in excess of $3.3 billion and 
whose assets were valued at $29.6 billion in 
December of 2008, filed bankruptcy just four 
months later—citing an inability to refinance 
maturing debt. Although General Growth 
Properties Inc. (GGP) would survive this, when 
the market realized that the real estate was 
worth more than the stock, a company with a 
huge, profitable portfolio and much less debt 
than the property value still could not find long- 
term financing because the lending community 
was unable to assess risk in that environment. 
Similarly, other owners who took out short-term, 
interim financing were faced with an inability to 
refinance. Fueling the fire, lenders became 
reluctant to loan funds at all, let alone at the 


loan-to-value ratios common when the economy 
was more stable. Compounding that problem 
was declining revenue caused by reductions in 
overall market rental rates and an increase in 
concessions needed to retain tenants in the 
owners’ centers and buildings. 


Tenants who relied on lines of credits to 
maintain their monthly cash flow positions saw 
those credit lines shrink or be eliminated 
altogether—virtually closing them down 
overnight. This reduction in revenue reduced 
property value even further, which left little to 
no option for sources of financing. As a result, 
lenders heightened their scrutiny of their real 
estate portfolios, and real estate managers were 
literally forced into the mix between lenders and 
owners. This required examining the fine print 
of loan documents that were virtually ignored in 
the past, and it added another layer of skills that 
real estate managers needed to master. 


According to the U.S. Bureau of Labor Statistics, 
in January 2008, the average unemployment 
rate was 5.4 percent. By December of that year, 
it was 7.1 percent. As the economy soured, 
unemployment reached its peak of 10.4 percent 
in January of 2010. With this slowdown of the 
economy and housing starts, the skilled trade 
employment pool decreased and these workers 
had to find other employment. This gutted the 
blue-collar labor trades, and they began to 
require higher pay with a reduced employment 
sector. 


The real estate meltdown produced some 
moderately good developments, however, 
including the following: 


* The Housing and Economic Recovery 
Act of 2008 established a tax credit for 
first-time home buyers. 


* The American Recovery and 
Reinvestment Act of 2009 expanded 
the first-time home buyer credit by 
increasing the credit amount for 
purchases made in 2009 before 
December 1, and the Worker, 
Homeownership and Business 
Assistance Act of 2009 extended that 
deadline even further. 


° The Internal Revenue Service (IRS) 
provided economic stimulus monies. 


° Taxpayers who bought new vehicles 
qualified for sales tax and other tax 
and fee reimbursements. 


+ Some unemployment benefits were 
made tax-free. 


These numerous incentives and rebates were 
designed to put additional monies in consumers’ 
pockets that, if spent, would stimulate the 
economy into a period of recovery. 
Unfortunately, that plan faltered, and most 
Americans held onto their funds as the market’s 
uncertainty unfolded. Consumer confidence 


remained at an all-time low. At that same time, 
public employers were forced to lay off many of 
their employees, while private employers 
reduced wages and other benefits and cut out all 
unnecessary expenses to weather the storm. 


Not only did the economy change, so too did the 
residential rental sector. With millions of 
Americans forced out of their homes during the 
foreclosure crisis that occurred during the Great 
Recession, many of these homes were acquired 
by Wall Street-based investment banks. 
Historically, this is a first for big investment 
banks, which tend to prefer the multifamily 
sector, but this would lead to additional 
opportunity for real estate managers and 
increased competition for residential rentals. 


In 2010, while the federal government issued 
statements that the economic crisis was over, 
unemployment remained higher than ever. Real 
estate investors were still struggling to hang 
onto their investments and qualify for 
refinancing to avoid bankruptcy. Although 
wages were creeping up slightly to their 
prerecession levels and spending increased 
somewhat, the “valley” that the economy was in 
at that time remained level—longer than 
recession valleys of the past. The agonizing 
climb to the top of the peak took even longer 
than previous recovery periods. 


From 2010 to 2019 


The Great Recession had a lasting impact not 


just on the economy but on our way of life. The 
gross domestic product (GDP) shrank more than 
5 percent, while the economy lost approximately 
8.7 million jobs. And with rapid changes in the 
online, information technology, and application 
space, it made measuring the ultimate job 
growth and recovery all the more challenging. 
Unemployment went down from 8.9 percent to 
4.5 percent, and GDP went up 80 basis points. 
While growth occurred, it was minimal due to a 
new and different GDP, one that fails to account 
for what is projected to be a $335 billion dollar 
shareconomy. It’s increasingly common for 
people to shrug off the employee title for the 
freedoms of self-employment by becoming 
independent contractors and for people to rent 
out or sell items directly to consumers— 
bypassing more traditional methods of trade. 


Real estate markets also changed as the effects 
of the foreclosure crisis loomed heavily on the 
economy. With the creation of a shadow rental 
market in the single-family residence and 
condominium space, markets across the country 
found competition in these newly available 
rental units. A new generation of buyers, the 
millennials, would also enter the market, but 
with the impact of the foreclosure crisis fresh in 
their minds. As such, the term lifestyle renter 
became widely utilized to describe those who 
could purchase but instead choose to rent. 


Even with somewhat lower prices and 
historically low interest rates, financial 


regulation known as the Dodd-Frank Act had a 
significant impact on the for-sale and for-rent 
sectors of the residential market. While these 
regulations were aimed at preventing another 
financial fiasco, the ultimate effect would stifle 
buyers and drive occupancy in the rental space. 
With more people renting and population trends 
on the rise, only additional supply of rental 
housing stock could solve the problem. But 
through the downturn, housing starts dropped 
off from a peak of 2.2 million units during this 
time to just more than 600,000. The result of 
this shortage would lead to several consecutive 
years of strong, double-digit rent growth in 
many markets across the United States—in some 
cases surpassing the previous high watermark 
reached before the downturn. 


This era ended in 2017-2019 in what would be 
called the Goldilocks period. During these years, 
demographics were positive. Interest rates, 
inflation, and unemployment were low. The 
macroeconomic forces provided a positive 
environment for real estate investment and 
growth. 


COVID-19 pandemic 

The COVID-19 pandemic reared its ugly head at 
the end of February 2020. Within sixty days the 
unemployment rate grew to 14.8 percent, the 
highest rate observed since data collection began 
in 1948. In March 2020, U.S. lawmakers agreed 
to pass a $2 trillion stimulus bill called the 
CARES (Coronavirus Aid, Relief, and Economic 


Security) Act to blunt the impact of an economic 
downturn set in motion by the global 
coronavirus pandemic. With most forecasters at 
the time predicting that the U.S. economy was 
either already in a recession or heading into one, 
policymakers crafted legislation that dedicated 
historic government funding to support large 
and small businesses, industries, individuals, 
families, gig workers, independent contractors, 
and hospitals. The most important impact on 
real estate managers and investors was a rent 
moratorium. The Centers for Disease Control and 
Prevention (CDC) implemented a national 
eviction moratorium for virtually all residential 
residents. While investors with a larger portfolio 
were able to withstand this nonpayment of rent, 
the investors of a smaller set of rental property 
faced foreclosure. 


Although mortgage rates dropped in 2012, 
during the pandemic the mortgage rates dropped 
to their lowest point in history. By July 2020, 
the thirty-year fixed rate fell below 3 percent for 
the first time. It kept falling to a record low of 
2.65 percent in January 2021. This spurred 
home and investment purchases at a record 
speed, causing title company backlogs, and 
transitioned to a bid/auction transaction 
environment. Real estate closings occur at title 
companies; title companies are neutral third- 
party companies that make sure the title to a 
piece of real estate is legitimate and then issue 
title insurance for the property. 


The ten-year treasury note is an indicator of 
mortgage rates; the Federal Reserve lowered the 
interest rate to increase construction and real 
estate sales. This spurred an unprecedented 
volume in sales, creating a seller’s market with 
purchases above the listing price. During the 
pandemic, inflation crawled due to high 
unemployment and the shutdown of schools, 
offices, retail centers, agricultural centers, 
manufacturing, and a plethora of businesses. At 
the beginning of the pandemic, Saudi Arabia and 
Russia started an oil price war to boost sales; 
during the pandemic with the shutdown, oil 
demand was low. As the pandemic ended, 
inflation surged due to a global supply chain 
crisis created by the shutdown as well as rising 
oil prices. Additionally, with the shutdown 
during the pandemic, unemployment jumped to 
rates not seen since the 1930s and the Great 
Depression. However, as the shutdown came to 
an end, the employment pool was depleted. 
Many people decided to take early retirement, 
dual-income households became one-worker 
households, and immigration was halted. This 
left employers desperate for employees. 


The table below demonstrates what occurred 
between 2016 and 2022 with the ten-year 
treasury note interest, inflation, and 
unemployment rates. 


The money supply is the total amount of money— 
cash, coins, and balances in bank accounts—in 
circulation. It is the entire stock of currency and 
other liquid instruments in an economy at a 
particular time. Many economists have argued 
that the money supply provides information 
about the near-term course for the economy and 
determines the level of prices and inflation in 
the long run. The Federal Reserve has used 
measures of the money supply as a guide in the 
conduct of monetary policy. Money supply 
figures are a part of the financial and economic 
data that policymakers review. An increase in 
the money supply means that more money is 
available for borrowing and reduces interest 
rates. The global money supply was 24 percent 
higher at the end of 2021 than at the end of 
2019. 


COVID-19 affected the behaviors of workers and 
consumers. Office workers quickly adopted new 
technology platforms that allowed them to work 


from home. Companies restructured to smaller, 
decentralized offices and allowed more 
flexibility to reduce long commutes. E-commerce 
from larger retailers as well as delivery services 
from local grocery stores and restaurants 
changed the way customers shop from brick- 
and-mortar to home delivery services. These 
factors shrink the footprint of companies and 
their needs for real estate space. 


The economic future for real estate 
management 

The fluctuations of the real estate market are 
generally considered a casualty of other 
worldwide events that are out of the control of 
real estate managers and investors. Regulation 
by all levels of government will continue to 
grow, and new technologies will affect the way 
buildings are built and used. The ebb and flow 
of our economy and the state of affairs, 
regionally and globally, will continue to 
challenge real estate managers of all types of 
properties as they strive to keep vacancies to a 
minimum, operate efficiently and effectively, 
and achieve the owner’s objectives for the 
property. 


In the post-pandemic world, the real estate 
markets will be impacted by several factors, 
including interest rates, insurance issues, and 
technology. 


Interest rates 
The ten-year treasury note is the benchmark 


used to determine mortgage rates across the 
United States and is the most liquid and widely 
traded bond in the world. There is a long-term 
effect of the ten-year treasury note. Contrasting 
the rate in September 1981 of 15.82 percent 
with a historical decline to 0.59 percent in July 
2020 demonstrates the volatility of commercial 
real estate ownership. These low interest rates 
contributed to a record rate of sales followed by 
record rate of inflation. In an effort to control 
inflation, interest rates were increased to 2.88% 
by July 2022. The following chart by 
Macrotrends demonstrates the fluctuation of 
interest rates (Exhibit 1.1). 


Exhibit 1.1: 54-year historical interest rate trend of 
the 10-year treasury note 
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Source: macrotrends.net/2016/10-year-treasury-bond-rate- 
yield-chart 


Insurance issues 
Although reduced interest rates improve cash 


flow to owners, insurance rates have had the 
opposite effect. Climate-driven events are 
prompting changes in commercial property 
insurance policy wordings and tighter terms and 
conditions as insurers try to manage an increase 
in the frequency and severity of natural 
catastrophe losses. Insurance rates continue to 
rise with climate change. Investors are denied 
specific coverage, depending on the area of the 
country. Hurricane Katrina in 2005 remains the 
largest single loss event in the history of the 
global insurance industry, causing an estimated 
$150 billion in insured damage. Louisiana and 
Mississippi were the hardest-hit states. 
Anticipating that Katrina would not be the last 
storm of its kind, insurance companies began to 
restrict coverage, boost deductibles, refuse 
policy renewals, and raise premiums. Weather- 
related events are becoming more frequent and 
severe, and there’s a push by insurers to 
continue to clarify and enforce language. For 
hail/convective storm losses, insurers have 
pushed actual cash value on building roofs. That 
means a much lower claim payout for the 
insured. Insurers have also introduced scientific 
ways of detecting preexisting damage. The 
insured commercial investor looks for ways to 
reduce premiums by a variety of means, 
including increasing the deductible. 


Technology 

The world emerged different post-pandemic. 
While the real estate markets changed with 

interest rates, inflation, unemployment, and 


insurance, one of the greatest changes was the 
quick advancement of technology. Technology 
plays a significant role in boosting sales, profits, 
and interest in investment properties. Not only is 
it affecting these areas, but technology has 
become ingrained in the ways companies 
operate, promote, and increase profits in their 
business overall. Real estate technology involves 
the integration of high-tech applications and 
information platforms that streamline 
commercial investments and the way they 
operate. For investors and real estate 
professionals, it is changing how they find a 
property, handle deals, and help navigate 
communications with co-investors, residents, 
and tenants using real-time data. This gives 
many a competitive edge concerning how 
properties are marketed and moved more 
quickly to new owners. 


As rents rise, there comes a point of demand- 
destruction. As demand increases and supply 
cannot keep pace, rents become unaffordable. A 
point occurs at which tenants find other 
alternatives to reduce their real estate 
requirements. For example, an apartment 
resident may have more roommates per unit to 
afford the rent. As college students graduate 
with a large student debt, their funds are limited 
and they are required to budget less for rent. A 
real estate manager is required to find the 
highest and best use of a building, including 
repurposing buildings to accommodate for future 
expectations. (e.g., an office building may 


convert to mixed-use, whereby residents and 
tenants can live, work, and shop in the same 
building or area without the need for 
transportation. Shrinking retail requirements can 
open storefront space to be repurposed for 
delivery and distribution centers.) 


During a recession, real estate managers must 
take responsibility for deciding what specific 
projects to address for their specific properties. 
They must make decisions to hold off on less 
visible projects and to undertake others that 
more directly benefit the bottom line. Residents 
and tenants will readily see the benefits, and 
owners are more likely to support such 
undertakings, especially if they will improve the 
overall return on investment (ROI). By and 
large, real estate managers have endured this 
evolution with great dignity and perseverance by 
learning new skills and adapting in ways 
appropriate to survive an economic recession, 
and they will continue to do so in this ever- 
changing world of real estate management and 
investment. 


Time will prove critical, as there are a number of 
real estate-focused items on the table, including 
the affordability crisis, tax reform, 
environmental regulations, and, of course, Dodd- 
Frank. 


Types of real estate assets 


Almost every type of real estate investment— 
from boat marinas to vacation resorts—needs 


professional management. The basic principles 
outlined in this book apply to all of them. An 
owner of a single-family home rental is 
essentially “managing” a real estate asset. 
Whatever the property type, management 
ensures not only that the properties are well 
maintained but also that owners and residents or 
tenants perceive that they are receiving the 
highest value possible for their respective 
investment and rental dollar. The following 
sections explore in more detail the main types of 
properties that need professional management. 


Residential 


Unlike commercial property, rental housing is in 
use twenty-four hours a day and must meet all of 
the housing needs of residents’ daily lives. It 
must comply with federal and local fair housing 
laws. This continuous occupancy tends to 
increase the demand for highly skilled 
professional management, maintenance, and 
repair. Managers of residential property must 
have superior customer service skills in addition 
to proficiency in the administrative functions of 
the profession. Although landlord—-tenant laws 
prevail, a tenant in residential housing is 
referred to as a resident. 


Single family 

A single dwelling on its own land is considered a 
single-family residence. It will have some type of 
yard and its own entrance. Rental housing is 
attractive to those individuals and families who 
cannot qualify for a loan but want a house. It is 


also attractive as a transient means of housing 
when a job change and transfer occurs. Rental 
housing is very attractive to investors because 
the down payment and debt service are lower. 
An owner may become an unintentional 
landlord through a job transfer or inheritance. A 
new investor will find that property 
management is more than simply renting the 
house and receiving a check in the mail. There is 
advertising and marketing, maintenance, 2 a.m. 
emergency phone calls, laws, regulations, 
building codes, accounting, tax information, 
landlord—-tenant laws, possible homeowner 
associations, etc. 


Duplexes, triplexes, and quadruplexes normally 
fall under the regulations for a single-family 
dwelling. If the property has more than four 
units, it is considered multifamily. Property 
management fees for single-family are higher per 
unit than multifamily due to the concentration 
of time, labor, and travel. Additionally, the 
return to the investor is lower than in a 
multifamily property. 


Multifamily 

Anything more than four units is considered 
multifamily. These properties can be four to five 
thousand plus units, creating a small city ina 
city. The buildings might be garden style with 
grassy areas and not exceeding three floors, 
walkups in a large city, or mid- to high-rise 
buildings. Amenities can be minimal or 
expansive, depending on the area and resident 


clientele. There may be an on-site staff, an 
average of one person/one hundred units in the 
office and another for maintenance. This is an 
average and will vary on building construction 
and age as well as demands of the clientele. 
These multifamily properties may also 
specialize, with a focus on fifty-five and older, 
special needs, or student housing. 


Government-assisted housing 

Any residential rental property in which the 
property owner receives part of the rent 
payment from a governmental body is 
considered government-assisted housing. Public 
housing, on the other hand, is generally owned 
and managed through a local or state 
governmental agency. Under most federal, state, 
and local housing programs, the real estate 
manager must submit an extensive series of 
forms and reports. Resident communication 
must overcome a multitude of barriers—ethnic, 
economic, social, and linguistic. As the homeless 
population has grown, this form of housing is 
expected to increase. 


The U.S. Department of Housing and Urban 
Development (HUD) administers these programs. 


Resident-based rental assistance. The 
individual or family who receives a housing 
voucher is responsible for finding a suitable 
housing unit in properties that accept such 
vouchers. The Public Housing Agency (PHA) 
then pays the subsidy directly to the property 
owner on behalf of the participating renter. 


Project-based rental assistance. Section 8 
project-based rental assistance is also available 
directly from HUD. Under this program, HUD 
makes up the difference between the rent that a 
low- or very-low-income household can afford 
and the approved rent for an adequate housing 
unit in a multifamily project. Eligible renters pay 
rent based on their income. While funding is no 
longer available for new commitments, units 
previously approved are grandfathered. 


Low-Income Housing Tax Credit (LIHTC). This 
was created in 1986 to provide tax credits for 
the acquisition, rehabilitation, or new 
construction of rental housing targeted to lower- 
income households. There are household income 
limits placed on residents, and income 
documentation is extensive. Management will 
employ a compliance officer to oversee 
documentation and compliance efforts. The 
owners are entitled to tax credits provided by 
state and local allocating agencies. 


Other 

There are other forms of residential 
management. This includes mobile home parks, 
marinas with housing, individual investor 
condominium units, charitable organizations, co- 
housing, and various other types of housing. 


Common interest realty associations 
(CIRAs) 


Condominium owners are typically members of 
an association, and the association is managed 


by a professional firm whose job it is to oversee 
the structure, upkeep, and appearance of the 
property while hosting periodic meetings and 
generating financial statements and reports for 
members of the association on a consistent basis. 
Association managers administer the codes, 
covenants, and restrictions (CCRs) put in place 
by the developer or the association to ensure 
quality controls are in effect. 


Condominium owners typically own from the 
sheetrock and all interior space and finishes. The 
association owns from the sheetrock out to all 
building exterior construction and common 
areas. 


Residential condominiums 

The residences may be townhouses, garden style, 
mid-rise, high-rise, timeshares, or combinations, 
and total number of units can vary. At times, a 
unit may be purchased for investment purposes. 
This creates an opportunity for a real estate 
manager to serve individual units as well as the 
association. 


Office condominiums 

While residential is the most recognized form of 
condominium associations, this form of 
ownership may be applicable to office buildings, 
shopping centers, and industrial properties as 
well. 


Offering ownership of the office space as an 
alternative to leasing are prevalent in office 
condominiums. They appeal to medical and 


dental practitioners, real estate firms, financial 
planners, entrepreneurs, and small companies 
that need one thousand to ten thousand square 
feet of space. Not only do owners acquire equity 
in the property, but they are also better able to 
project and control their costs of occupancy. 
However, office condominiums do not offer 
much flexibility to expand or contract as 
business needs change. Like residential 
condominiums, office condominiums offer new 
challenges for professional real estate managers 
that will be discussed later in this book. 


Commercial properties 


Commercial properties consist of office 
buildings, specialty office projects such as 
medical facilities and research facilities, malls 
and shopping centers, industrial properties, 
warehouses, and storage or self-storage facilities. 
While managing commercial property is similar 
in many ways to managing residential property, 
a number of important differences exist. 


Lease terms will be much longer than a 
residential lease, and annual rental rate 
escalations are implemented. The lease may 
include rent escalations during the term of the 
lease, a prorated share of operating expenses, or 
a percentage of sales rents. The property 
manager in conjunction with the accounting 
department will determine and implement these 
increases, normally at the end of each year. 


Office buildings 


Office buildings are a unique type of commercial 
property with special management requirements. 
Tenant selection, rent determination, and lease 
negotiations require special consideration. With 
an office tenant, the initial lease term can range 
from three to ten years. Throughout their 
tenancy and at lease renewals, office tenants can 
expand their leased premises, relocate to a more 
favorable location within the building, or 
downsize as their needs require. 


Medical office buildings (MOBs). Buildings 
whose space is leased primarily to medical and 
dental professionals must be modified to meet 
those tenants’ needs for additional (sometimes 
specialized) plumbing, electrical wiring, and 
disposal. The nature of their clients and the 
services they provide mandate special care in 
cleaning and waste disposal—for example, 
bloodborne pathogens and other hazards. The 
lease must address those issues. Entrances and 
other common areas—including parking—must 
accommodate disabled and ailing individuals 
and possibly include larger doorways for 
stretchers and/or unique entrances for 
specialized transportation vehicles. In addition 
to medical and dental practices, other possible 
tenants for a medical building include 
pharmacies, biomedical laboratories, physical 
therapy providers, optical services, pain 
management clinics, and health maintenance 
organizations. 


Shopping centers 


A shopping center is usually a single project in a 
suburban area, and it typically has on-site 
parking. However, shopping centers are 
appearing in downtown developments, both as 
new buildings and as adaptive uses of old ones. 
A shopping center has a unified image, and the 
property is planned, developed, owned, and 
managed on the basis of its location, size, and 
types of shops as they relate to the trade area 
the center serves. 


These can range from local strip centers up to 
large regional malls. There are two classes of 
shopping centers: (1) enclosed malls and (2) 
open-air centers—each is further classified into 
many subcategories that will be explained in 
more detail later in the book. The real estate 
manager may be responsible for promotion to 
bring customers into the center and maintenance 
of the synergy of the center with “like-kind” 
placement and limitations of merchants. 


The leases are long term with similar 
administration as office buildings. An additional 
clause of retail may be percentage rents where 
the merchant pays the owner a percentage of 
sales. With changing consumer buying habits, 
the administration and management of retail 
properties will continue to evolve. 


Industrial properties 

Industrial properties include large single-user 
buildings, incubator space for small business 
start-ups, multi-tenant business parks, self- 
storage facilities, and business continuity 


services (records maintenance). They often have 
a mix of uses that combines office, retail, 
distribution, and storage at a single site. 
Technology has affected industrial users’ space 
needs as it has those of office and retail uses. 
Manufacturers can often maintain minimum 
stocks of raw materials, parts, and packaging 
because computer inventory systems coupled 
with overnight shipping services allow just-in- 
time delivery that keeps pace with their 
production levels. 


Warehouses 

The spaces used in warehouses are leased for 
storage of inventory, records, excess raw 
materials, and the like. Warehouse management 
services may include shipping and receiving, 
with charges based on gross weight of materials 
handled or the number of packages shipped and 
received. In the storage environment, control of 
temperature and humidity are critical for many 
materials; federal and other laws mandate 
labeling to identify specific hazards of materials 
transported in interstate commerce. As cannabis 
and hemp-based construction becomes legalized 
across the United States, grow houses and 
warehouse space have been developed to 
accommodate this need. These requirements 
may affect management procedures in the 
future. 


E-commerce continues to increase, and 
distribution centers of large retailers will 
continue to rise. 


Mixed-use 

A hybrid building has become popular with 
reduced transportation and travel requirements. 
The mixed-use building serves three or more 
uses in one structure. This combination could 
include residential, hotel, office, retail, 
entertainment, or any other financially viable 
combination that improves quality of life and 
reduces the carbon footprint. 


Summary 


The real estate manager’s role is to oversee the 
operation and maintenance of real property in a 
manner that aligns with the objectives of the 
owner. The overall development of real estate 
management resulted from a number of factors. 
The major demand for management expertise 
arose in the 1930s after lenders foreclosed on 
thousands of mortgages and discovered that the 
management of those properties required 
specialized skills. Since that time, the need for 
professional management has intensified because 
of absentee ownership of real estate, ownership 
by groups of investors through syndicates and 
partnerships, increased urbanization, and 
recognition that professional management is 
often necessary to maximize income and value. 


Recognizing the need to establish professional 
standards of management, a group of real estate 
managers gathered during the Great Depression 
and founded Institute of Real Estate 
Management (IREM). IREM grants four 
certifications—the Certified Property Manager 


(CPM) designation for individuals, the 
Accredited Management Organization (AMO) 
accreditation for management firms, the 
Accredited Commercial Manager (ACoM) for 
managers of commercial buildings, and the 
Accredited Residential Manager (ARM) 
certification for residential managers. Recipients 
must meet personal education and experience 
requirements, and all must pledge to adhere to 
ethical business practices. IREM is the publisher 
of this textbook and various others that are 
required for property management courses. 


The cycles of real estate management since it 
was recognized as a profession in the 1930s have 
been impacted by economic cycles of the nation 
and the world. Management is required to be 
flexible and respond to these impacts. 


Real estate management professionals may also 
choose a specialty, whether it’s residential, 
common interest realty associations, or 
commercial properties. Mixed-use buildings, a 
hybrid building that combines three or more 
types in one structure, are becoming more 
prevalent as tenants look to reduce 
transportation and travel between work and 
home. Smaller firms typically manage all types 
or properties, and a larger firm might specialize 
in serving a particular building type. 


Chapter 2: 

Types of real estate 
managers and their 
responsibilities 


There are many professions within the field of 
real estate management. This chapter explores 
the many positions available to new and 
seasoned real estate managers alike. Real estate 
management isn’t the typical nine-to-five job 
and can at times be quite stressful. For this 
reason, it’s important to choose an area of 
expertise within the field that aligns to 
personality type and work ethic—one that 
invokes a strong passion and that will carry a 
career for many years. 


Types of real estate managers 


Although residential and commercial property 
types are very different, they do have much in 
common. On-site staffing is perhaps the most 
important position in either sector. The on-site 
staff are the property owner’s first line of 
communication and interaction with the 
customers. As such, it’s important to attract and 
retain top-notch personnel whether it is at the 
smallest apartment community or biggest high- 
rise. Whatever the specific titles, professional 


management of a property and its primary goals 
are similar to managing and running a business. 


Although the responsibilities of real estate 
management are broadly applicable, the skills 
required to carry out these responsibilities may 
be refined or tailored to a specific type of 
property. The duties and requisite skills for 
operating a skyscraper office building can differ 
substantially from the requirements for 
managing a twenty-unit multiple dwelling in the 
suburbs. Perhaps the most challenging property 
to manage is the mixed-use development, which 
may combine office, retail, entertainment, and 
residential uses in a single property. 


Property management team 


Community manager 

Community managers are responsible for the 
overall prosperity of the property and the 
general satisfaction of its residents. They manage 
all of the day-to-day dealings with residents, 
leasing, rent collection, and overall supervision 
of property maintenance. The title typically 
applies to managers of apartment buildings or 
other residential properties. Community 
managers are also commonly called business 
managers or resident managers. Community 
managers often maintain basic accounting 
records related to rent collection, unit 
occupancy, and resident files, while various 
corporate roles retain control of the 
management agreement, insurance policies, and 
complete accounting records. 


Community managers are responsible for 
routinely inspecting the interior and exterior of 
the properties they manage, using the 
appropriate inspection checklists to detail their 
findings. Although maintenance staff might 
regularly examine sections or components of the 
property—if the property is large enough to 
support such additional personnel—the 
community manager should be available to 
consult with the staff, supervisor, or owner on 
any problems they might find. The community 
manager is also responsible for identifying, 
analyzing, recommending, and implementing 
major maintenance or remodeling projects. 
Because community managers are ultimately 
responsible for such activities and are not 
necessarily experts on every aspect that warrants 
attention, they usually rely on the advice of 
knowledgeable staff, skilled professionals, or 
trustworthy contractors. 


The term site management often implies 
maintaining the physical structure of the 
property, but updating documents and records is 
also a principal aspect of this role. Aside from 
accounting records, community managers must 
maintain numerous other forms and documents 
in accordance with the management agreement 
(such as insurance policies, tenant files, and 
other property-related documents and 
information) in a logical and chronological 
order. Today, all these records are maintained 
electronically in the cloud. All insurance records 
should be kept where they can immediately be 


accessed when needed, and the community 
manager should be able to retrieve tenant files 
quickly. A cross-referencing system is necessary 
to keep specific time-sensitive documents 
available well in advance of their expiration. 
Because many residential leases renew annually, 
being well organized ensures adequate time for 
marketing and resident retention. Keeping 
records current also ensures continuity in the 
operation of a property and gives the manager 
more time to invest in other responsibilities that 
align with the owner’s objectives and goals. For 
example, in government-financed, low-income 
housing, accurate, up-to-date records are 
required to maintain low-income status and 
receive government funds. 


The owner has primary responsibility for 
compliance with governmental regulations with 
respect to the property, but the community 
manager must be knowledgeable in this area to 
avoid (or at least minimize) liability for 
noncompliance and to advise the owner 
regarding applicable regulations and when to 
seek legal counsel. Changes in income tax laws, 
fair housing, antidiscrimination laws, 
environmental regulations, zoning ordinances, or 
property taxation rules are just some ways in 
which government at all levels can affect the 
operation of income-producing property. 


Property manager 
A property manager may be responsible for 
operating a single large property or a portfolio 


of several properties. In some cases, property 
managers have the responsibility of 
communicating with the owner of the property. 
They are sometimes responsible for creating 
management plans, developing annual or long- 
range budgets, and carrying out the directives of 
each. Property managers provide accounting 
records and management reports to the client on 
a monthly basis, noting any variances or 
extenuating circumstances needing attention. In 
addition, this position may recommend major 
repairs or improvements to the property and 
identify sources of funding needed to carry them 
out. In general, the property manager has the 
ultimate responsibility for the financial and 
physical well-being of the property, which also 
includes the satisfaction and contentment of the 
residents or tenants and any on-site personnel. 


Regional manager 

The regional manager supervises community 
managers or property managers and sometimes 
other managers within the management firm. 
This position is also referred to as the regional 
property manager, portfolio supervisor, regional 
portfolio manager, or sometimes senior property 
manager. Regional managers sometimes obtain 
their titles due to the geographical area of the 
assets they manage. Whatever their titles, their 
roles are similar to the property manager role in 
that the overall health and well-being of the 
property and its residents or tenants—along with 
the satisfaction of the owner—are their ultimate 
responsibility. Regional managers typically have 


the most interactions with the owners of the 
properties. 


Asset manager 

The focus of a real estate asset manager is on the 
property—tresidential or commercial—as a 
financial asset, and the general decisions this 
person makes can directly impact a property’s 
financial performance. In many cases, the asset 
manager is the representative of the owner and 
is responsible for selecting a third-party 
management company and monitoring the 
performance of that company. In all cases, the 
emphasis of asset management is on activities 
that will add value to each property under 
management. Operational functions, 
performance goals, and caretaker roles are left to 
the property and community managers. 


The definition of asset management continues to 
evolve, and the responsibilities of an asset 
manager vary greatly from one professional 
setting to the next. Regardless, as a rule, the 
asset manager should always have an eye toward 
achieving the owner’s objectives and goals 
through long-term appreciation of the property 
as well as short-term cash flow. Overall, when 
performing asset management functions, the 
asset manager manages the property’s life cycle 
and is involved from acquisition through 
operational oversight throughout the holding 
period and eventually the sale of the property. 
To perform competently, the asset manager must 
have the following four skills: 


1. Must be in tune with the changing 
market opportunities and economic 
factors affecting tenancy 


2. Must be knowledgeable on leasing 
rates and other incentives to offer 
tenants to stimulate leasing 


3. Must generally be aware of financial 
developments that can lead to 
alterations in the physical or financial 
structure of the project itself 


4. Must be knowledgeable of capital 
markets and financing opportunities 


An asset manager views a property from the 
perspective of its present and potential value to 
the owner—its ability to meet the owner’s goals, 
whether for income-producing or for owner- 
occupied property. Even though an owner may 
consider the property solely from an investment 
standpoint, effective asset management requires 
a working knowledge of property management 
duties and valuation procedures. A thorough 
evaluation to determine highest and best use can 
lead an asset manager to identify and analyze 
alternative uses of a property. If an alternative 
use such as converting an aging office building 
into residential units seems feasible, the asset 
manager must be able to encourage the owner to 
implement a plan to change the property’s use— 
if it is financially feasible. Yet another aspect of 
asset management is analyzing properties to 
identify and recommend what to buy, sell, 


refinance, or reposition in the market—possibly 
through a change of use—which requires 
knowledge of capital markets as well as local 
conditions. 


Corporate supervisory team 


Titles and positions are not typically 
interchangeable, but when it comes to some of 
the corporate supervisory roles held by 
managers, the portfolio manager and/or 
executive portfolio manager roles are often held 
by senior company executives, who may hold 
titles such as director, vice president, senior vice 
president, or president. While these titles or 
positions vary depending on the firm’s 
organizational structure, the roles will remain 
similar and be somewhat compatible. 


Portfolio manager 

Portfolio managers are typically responsible for 
assembling real estate assets to achieve specific 
investment plans and goals—similar to the 
management of a mutual fund or other pooled 
investment. Portfolio managers can also attain 
this title by managing many properties at once 
in a local area—either for one owner or many 
owners. In this role, a portfolio manager might 
regard the portfolio as one large entity or might 
manage each particular property as a single 
entity. 


Executive property manager 
The executive property manager is responsible for 
overseeing management, ensuring profitability, 


and acquiring new business and is usually 
reserved for one or more of the officers of a 
management firm or its owner. The executive 
property manager may oversee an entire 
department of community managers, property 
managers, regional managers, or maintenance 
staff and often is an intermediary between the 
owner of the property and the property 
managers assigned to that client. The executive 
property manager may report directly to the 
management firm’s owner or chief executive 
officer (CEO). 


Primary responsibilities of a 
real estate manager 


Whatever role a manager has toward a property, 
there are primary responsibilities associated 
with managing a real estate asset. 


These responsibilities will be fully explored in 
later chapters, but it’s important to review them 
while discussing the various professions in real 
estate management. 


The training, education, and duties of the real 
estate manager can be categorized under four 
responsibilities: 


1. Management of the physical site 


2. Management of on-site and off-site 
personnel 


3. Management of funds and accounts 


4. Management of leasing activities and 


resident or tenant services 


These responsibilities are components of the 
overall responsibility as the agent of the owner. 
The agent is seen as the owner’s fiduciary and is 
entrusted to act in the owner’s best interests. 
Real estate management often involves fiduciary 
responsibility for millions of dollars in assets and 
cash flow. For this reason, property owners 
choose real estate managers who have strong 
ethical backgrounds. 


The following is a brief listing of the principal 
responsibilities of the real estate manager: 


+ Meet the owner’s goals. The owner’s 
goals shape operational direction and 
develop the path for which the real 
estate manager is held accountable. 


° Develop a management plan to 
operate the properties. The property 
management plan serves as a 
guidebook throughout the property’s 
management cycle. 


° Develop and implement marketing 
plans. There are specific tools needed 
to conduct a market, regional, 
neighborhood, and property analysis, 
which are used to determine the rental 
rates and target audience for marketing 
purposes. 


° Develop and administer a 


maintenance program. This can be 
developed by the real estate manager 
or with the expertise and advice of 
maintenance professionals, the 
facility’s personnel, or outside service 
providers. Setting up standards for 
replacements will make maintaining 
the property more efficient. 


Anticipate and respond to the needs 
of residents and tenants. Knowing 
what to expect and how to meet the 
expectations of residents and tenants is 
always a top priority. It’s important to 
remember that it takes less effort and 
expense to retain a current resident or 
tenant than to procure a new one. 


Administer the collection and 
deposit of rents. Accounting for 
deposits and managing the collections 
of funds are important, required skills 
that will be explored later in more 
detail. 


Monitor and pay expenses. Managing 
expenses and spending is just as 
important as the collection of property 
rents. 


Prepare comprehensive budgets and 
cash flow projections. Similar to the 
management plan, a budget, long- 
range budget, and cash flow 
projections are a guidebook to the 


property. While budgets are generally 
just estimates, the owner will expect 
the real estate manager to adhere to 
projections for expenses and income. 
Knowing how to compensate for 
emergencies and inevitable variances 
will become a key skill. 


Negotiate terms and leases. Real 
estate managers play a key role in the 
occupancy of the building. Knowing 
how to negotiate properly for the 
benefit of both the owner and the 
tenant is a skill that is learned over 
time and through experience. 
Generally, negotiating lease terms for 
residents is considered a violation of 
fair housing laws and should be 
avoided at all costs. 


Communicate with property owners 
and investors. At each step in the 
management process, real estate 
managers must properly and effectively 
communicate their actions and 
outcomes to the owner or investors. 
This communication is critical in the 
overall development of the working 
relationship. In this business, there’s no 
holding back—even if the news isn’t 
good. It’s the real estate manager’s job 
to report the truth and to find and 
recommend solutions for any existing 
problems. 


e Administer human resources 
activities for the property and 
professional management company. 
Each person who works on the 
management team for a property is just 
as important as the next. As previously 
mentioned, the successful management 
of a real estate asset requires numerous 
people with a common goal. Managing 
personnel and resources is a critical 
skill in the overall real estate 
management experience. 


e Assess, minimize, and mitigate risk. 
Real estate managers not only repair 
and maintain properties, but they also 
need to anticipate future liabilities. 
This can include everything from 
ensuring that the property is 
adequately insured to conducting daily 
or weekly risk assessments to identify 
safety issues and to proactively correct 
them. 


° Develop an emergency procedures 
plan. Emergencies can come in all 
forms—from earthquakes to fires to 
power outages and other acts of God. 
Regardless of the situation, the real 
estate manager is responsible for 
ensuring the safety of the residents and 
tenants on the property. Planning in 
advance for how these emergencies 
will be handled will ensure the best 


success possible. 


° Increase the property’s value. 
Increasing value can come quite 
naturally with the proper application 
of skills and tools. Increasing wealth is 
one of the primary reasons an owner 
invests in real estate. Real estate 
managers who conduct their 
management plan with that goal in 
mind will be well on their way to 
rewarding and successful careers. 


Other real estate management 
professions 


Real estate management most often requires the 
efforts of many people working as a team. Many 
other vital career opportunities in the real estate 
management arena are just as rewarding as 
managing real estate assets. The following 
section includes some major examples, but it is 
not all-inclusive. 


Leasing agent 

Professional leasing agents—sometimes referred 
to as leasing consultants or leasing brokers— 
provide the skills and knowledge necessary to 
secure residents or tenants for their buildings, 
and they have many opportunities to thrive. 
These individuals can be employees of a 
management or brokerage firm that specializes 
in leasing, or they can be freelance or contracted 
workers. They may be licensed in the state in 


which they lease space. They typically earn a 
base salary plus commission, but oftentimes they 
are paid commission only. Professional leasing 
agents may lease apartments in communities, 
office suites, or other commercial properties, 
such as shopping centers, industrial sites, or 
warehouse spaces. 


The duties of leasing agents require interaction 
with prospective residents or tenants from start 
to finish. They develop and implement the 
marketing program or plan, serve as the initial 
contact for those seeking rental space, provide 
tours of the properties, close the sale, complete 
the required screening forms and lease 
documents, and provide the new resident or 
tenant with move-in instructions, lease, and 
rules and regulations. 


It’s essential that these professionals have 
extensive customer service skills. Maintaining a 
high level of enthusiasm and motivation helps 
lessen the stress level for those seeking space. In 
fact, leasing agents do not maintain the typical 
nine-to-five job schedule. They often perform 
their duties on weekends and evenings when 
their prospective residents or tenants are not 
working. Leasing agents take pride in a job well 
done, which is evidenced by their closing ratios— 
the number of prospects who actually became 
residents or tenants due to their efforts. 


Marketing director 
Marketing directors or marketing managers play a 


significant role in the overall success of the real 
estate asset. Typically, marketing directors 
provide their services to large, enclosed 
shopping malls, but they can be found in large 
apartment communities or office buildings as 
well. 


For apartment communities, marketing directors 
are in charge of the entire marketing campaign 
from lease-up of a new property to managing the 
leasing activities of the property. Marketing 
directors ensure that the property is targeting 
the appropriate resident or tenant and that the 
advertising campaign and leasing activities 
follow suit. Marketing directors might also be 
responsible for maintaining model units, 
overseeing the seasonal decorations and overall 
signage, or creating advertisements and 
brochures. 


For office buildings, marketing directors 
typically provide the same services as provided 
in residential communities. However, those 
services are geared toward a different audience 
—the business client. 


Marketing directors who work at a large 
shopping mall generally have a wider range of 
duties. For example, the Mall of America in 
Minnesota is 96.4 acres—the size of seven 
baseball stadiums. This megamall has a mini- 
amusement park, conference and meeting 
centers, a hotel, and babysitting services. It also 
holds many events throughout the year and 
numerous other activities designed to attract 


shoppers and tenants. In the past, shopping mall 
marketing directors were in charge of special 
events and dealt with specific issues such as 
arranging photos with Santa during the holidays. 
However, these events entail so much more. 
Other events might be arranging political or 
celebrity appearances or local performances. 
While these events aren’t typical, they illustrate 
that there is no end to the activities a marketing 
director may perform. 


Accounting and financial services 


As previously mentioned, real estate managers 
have a fiduciary responsibility to their clients. 
They must collect rent and fees, pay expenses, 
and manage the overall cash flow of the 
property. To do this properly and efficiently, real 
estate managers must rely on accounting 
personnel to accomplish those tasks. 


Accounting services can range from accounts 
payable to accounts receivable to corporate 
accounting for the management firm, as well as 
payroll services. Some property accountants 
perform these functions and are assigned to one 
or a few properties as full-charge accountants. 
Entrusting these services to qualified personnel 
is a much better solution than relying on 
someone who might not have the required 
experience or knowledge base. Some 
accountants who work for property management 
firms have also earned their certified public 
accountant (CPA) degrees with an emphasis on 
real estate. 


Building engineers, mall managers, 
and construction managers 


Building engineers and facilities and 
construction managers typically work for a real 
estate management firm or a construction 
company. Some are freelance operators or 
consultants. 


Building engineers are usually assigned to one or 
more office properties. They care for the 
mechanical systems that are present, such as 
heating, ventilation, and air conditioning 
(HVAC), boilers, elevators, communications, 
electrical systems, and even green-building 
technologies. Building engineers must have a 
wide range of knowledge and expertise in all 
building systems. They might not physically 
repair or maintain the systems, but they must 
have enough knowledge to ensure that the 
systems function properly. Because such systems 
can be extremely expensive, the building 
engineer’s expertise is critical to the overall 
useful life of the systems and to the value of the 
building. 


Mall managers are well-rounded, experienced 
individuals who manage the physical aspect of 
malls and retail shopping centers. They provide 
or arrange the proper care of vital parts of the 
property, such as asphalt in parking lots, 
common area lighting, HVAC equipment, 
roofing, structural elements, and security 
systems. They usually work for a management 
firm and assist real estate managers as part of 


the management team. They may work closely 
with tenants as well, arranging for maintenance 
or repair issues. They may provide their 
expertise to one or many assets, and their 
knowledge is highly in demand. 


Construction managers usually provide expertise 
when an owner or tenant makes improvements 
to the property. Improvements can entail vanilla 
shell work, which is provided by an owner prior 
to a tenant’s move-in, or they can be changes 
made by the tenant in preparing the space for 
their particular use, referred to as tenant 
improvements. These managers ensure that the 
contractors performing the work are properly 
licensed and insured, and that the proposed 
methods of installing the improvements are 
sound and not detrimental to the building. 
Construction managers add value to the work by 
recommending efficient ways to cut costs. They 
finalize jobs by verifying that the work was 
performed as planned, that it passes applicable 
codes, and that all lien releases have been 
received. They sign off on the project as a whole. 


Construction managers’ services are invaluable 
to a real estate manager because they typically 
have a construction or engineering background, 
which most real estate managers do not. Poor 
workmanship can cost owners thousands of 
dollars and reduce a property’s value. 
Construction managers ensure that any 
improvements made to the facility are just that 
—improvements that add value to the asset. 


Facility management 

Properties owned by public (government and 
military), nonprofit (colleges and universities), 
and private entities (for-profit corporations) are 
often managed by facility managers. In general, a 
facility manager coordinates the needs of people, 
equipment, and operational activities on behalf 
of the tenant(s); the role is somewhat different 
from that of a real estate manager who 
represents the owner. Facility managers who 
work for corporations have responsibilities 
similar to those of on-site or property managers. 


The real estate executive 
In addition to the corporate roles and/or titles 


included earlier in this chapter, there are other 
roles a real estate executive can hold; these 
include, but are not limited to, the following: 

e Senior portfolio manager 

e Director of real estate services 

e Director of client services 

e Vice president 

e Director 

e Senior director 

+ Managing director 
Typically, these individuals fill a supervisory 


role; they manage multiple real estate managers, 
numerous personnel within the entire firm, or 


even several apartment communities that have 
regional managers that supervise on-site 
personnel. These executives usually have a 
college degree, along with a higher level of 
related experience in other aspects of real estate 
management. They may also play a key role 
within the management firm or even be a partial 
owner. 


Brokerage services 


Real estate brokers are either employed by a 
brokerage firm or management firm or they are 
freelance workers. Brokers are licensed 
individuals who provide owners with the 
knowledge and expertise needed to buy and sell 
real estate assets as an investment—acquisition 
and disposition. Brokers must have extensive 
knowledge in a variety of areas including 
finance, value determination, listing and 
marketing, sales ability, and many more. Brokers 
generally have an extensive clientele and many 
business associates or acquaintances with whom 
they build relationships that benefit both parties. 
For example, Broker A may know an investor 
looking for property in the northwest, while 
Broker B may have a listing for property in the 
same area. Those brokers, working together, 
help fulfill their respective clients’ goals, and in 
turn each broker reaps financial rewards related 
to the transaction. 


Brokers usually work on some form of 
commission structure in which the brokerage 
house pays a minimal salary plus commission; 


they sometimes work on commission only, and 
the brokerage house receives a portion of the 
broker’s commission. Buying and selling real 
estate is a fast-paced career that is not for 
everyone. Brokers must go after their work 
because the work does not fall into their laps. 


Property managers are involved in all aspects of 
the real estate investment experience, as shown 
in Exhibit 2.1. 


Exhibit 2.1: Property management and the real 
estate investment experience 


Brokerage Owner/ Third-party 
community investor contractors 
Professional 
management 


Professional management is at the center of the 
real estate investment experience. 


Administrative personnel 


Throughout the entire real estate management 
industry, reliance on support personnel is 
essential. Administrative personnel include 
receptionists, office managers, filing clerks, 
assistant property/community managers, and 
leasing agents. They normally work on-site and 
provide supportive administrative duties that are 
essential to the success of the firm, the real 
estate management team, and, ultimately, the 


client. 


Assistant property/community managers 
frequently become the next managers in the 
firm. That is a natural progression, because if 
they are trained properly, they understand the 
product, the management cycle, and the 
appropriate delivery of management services. 


Summary 


Roles, titles, and job descriptions can vary 
widely depending on the organization’s size and 
structure. From community managers to 
property managers to asset managers, each 
position provides a distinct and unique service to 
the property and the client for whom they 
manage. One must never underestimate the 
impact of site-level employees on the financial 
performance of the asset. They are on the front 
line dealing with the public, prospective 
residents or tenants, current residents or tenants, 
or occupants while advising others firsthand 
about technical aspects of the property and 
needed corrective action. 


As with many professions, there are various 
career specialties that revolve around real estate 
management. On occasion, community managers 
and property managers work alongside other 
professionals, and they may be called upon to 
hire outside leasing agents, marketing directors, 
accountants, engineers, construction and facility 
managers, and a multitude of other experienced 
professionals. Few industries or professions are 


more team oriented or team driven than real 
estate management. Because the world of real 
estate management can be complex, varied, and 
specialized, and it can involve many people, it’s 
important to remember that each person adds 
value for the client or investor and provides 
unique talents and skills necessary to succeed. 


Regardless of the title one holds or the type/size 
of the property that one manages, the 
responsibilities of the real estate manager are 
very similar. While each asset is unique, the 
basic need for knowledgeable and professional 
services remains constant. The real estate 
manager must take care of the physical and 
financial asset, preserving or enhancing its value 
while managing the people necessary to provide 
these services. Accounting for funds and 
overseeing a certain amount of financial 
management such as analysis, planning, and 
budgeting are also key responsibilities of the real 
estate manager. Other responsibilities for all 
property types include marketing and leasing, 
resident and tenant retention, human resources, 
risk management and emergency preparedness, 
and many more—all of which help to preserve 
and enhance the value of a real estate asset. 


Chapter 3: 
Real estate economics 


Simply put, the core focus of the real estate 
manager is to increase and preserve the value of 
the managed property. As commercial or 
investment real estate is valued based on the 
income stream associated with a particular asset, 
it is imperative to ensure that rents are at or 
near market value and expenses are managed. A 
property’s performance will depend on the 
market as driven by the economy and economic 
trends, in particular, and have a significant 
impact on a property’s operations. In order to 
understand the impact of economic trends on 
real estate, it’s important to first understand the 
fundamental principles of economics. 


Basic economics 


Economics is the study of the range of activities 
necessary for the satisfaction of human needs. 
These activities include the production, 
distribution, and consumption of manufactured 
goods and agricultural products as well as the 
various services provided to individuals and 
businesses. Fundamental to all of these activities 
is the use of land and the construction of 
buildings to house these activities—real estate is 
an important component of economics in 


general. In fact, ownership of land was once the 
principal measure of wealth in one’s lifetime. 


Today, money is the measure of wealth. The 
material substance of wealth—an automobile, a 
home, furnishings, stocks, bonds, and other 
investments—is expressed as the money value of 
those items. The interrelationship between 
money and the goods and services it can 
purchase goes beyond money’s role as a medium 
of exchange. Money allows comparison and 
measurement of the values of goods and services 
that are otherwise not readily comparable or 
measurable—it serves as a standard of value. 
Money itself has value based on its purchasing 
power—it serves as a store of value during the 
time between specific transactions. The value of 
money fluctuates over time because of changing 
factors in the marketplace, such as interest rates, 
inflation, money supply, and world events. 


The marketplace 


In any study of economics, an important element 
is the market—the place in which the exchange 
of goods and services between willing sellers and 
buyers actually takes place. Real estate is a 
tangible asset. The goods and services being 
sold/leased are represented by an owner’s office, 
industrial, retail, or multifamily investment 
property. In these markets, transactions take 
place between people who are face to face. In 
other markets—such as the New York Stock 
Exchange, Chicago commodity markets, and 
Nasdaq—the seller rarely sees the buyer, and the 


buyer does not possess a physical asset. The 
marketplace continues to be complex and 
multifaceted. Many elements are part of or have 
an effect on the market for a particular item. 
Price, supply, and demand have direct effects on 
rental space and employment levels. These 
phenomena are themselves affected by changes 
in technology and in the value of money. These 
elements of the market are of particular interest 
to real estate managers. 


Price 

In a complex economy where money is the 
medium of exchange used to measure the value 
of goods and services, the price of an item is the 
amount of money required in exchange for a 
unit of the item. Market factors determine the 
price of any item, and the price must be 
acceptable to both the buyer and the seller. If 
the price the seller wants is higher than the 
amount a buyer is willing to pay, no transaction 
will take place. 


Supply and demand 

Prices in the marketplace are subject to the 
quantity of available goods and services and the 
relative value of money. The availability of 
goods and services is called supply. Availability 
of goods and services for sale is related to price, 
and more goods or services are offered as prices 
rise. When the amount of merchandise available 
for sale exceeds the amount that people are 
willing to buy, the excess volume reduces the 
value of the individual units and therefore 


lowers the price. 


The price of one item can affect the supply of 
another related item. The supply of corn drops if 
the price of soybeans rises because farmers 
choose to grow the more profitable crop. Supply 
of a finished product depends on the price and 
availability of its components. If the price of raw 
building materials such as lumber, concrete, and 
steel increases, then the overall cost of a 
building project increases. In turn, a real estate 
developer must charge higher rents to offset the 
increased cost. 


An increase in the number of sellers of a specific 
product increases the supply of that product. 
Reduction of import restrictions permits foreign- 
made goods to compete with comparable 
domestic products and increases the overall 
supply. Sellers’ expectations are another 
consideration. For example, oil production may 
temporarily fall (i.e., be delayed) if prices are 
expected to rise in the future. 


Price is not the only factor that limits supply. 
Today’s global economy is supported by a supply 
chain that delivers goods and services from 
across the world. It is made up of a complex 
network of manufacturers who ship their 
products overseas on cargo ships. The products 
arrive domestically at ports where the products 
get shipped to the end user by truck or rail. The 
COVID-19 pandemic caused major worldwide 
disruptions in the supply chain. As countries 
locked down to stop the spread of the virus, they 


closed manufacturing facilities. This limited 
supply of many common household items, 
automotive components, and building materials 
simply because there was no global production 
occurring. Once production resumed, the supply 
chain became overwhelmed trying to make up 
for the backlog created by the pandemic. 


Another market factor that affects price is 
demand—the amount of goods or services for 
which purchasers are available. Conversely, 
price affects demand. Generally, the amount 
purchased increases as prices drop. Factors other 
than the price of an item also affect demand. 
The price of related goods is one example. A 
simple illustration of this is when the price of 
coffee rises, people tend to consume less of it. In 
turn, the demand for sugar, a complement to 
coffee, drops when coffee prices rise. Because 
the price of coffee with sugar rises as the price of 
coffee rises, reduced coffee consumption will 
lower the demand for sugar. Another example is 
income. People spend more as their income 
rises, increasing demand. People also spend less 
when confidence in the economy is low. People’s 
preferences also are a factor in demand, and 
advertising may alter preferences. An increase in 
the number of buyers will increase the demand 
for goods or services. 


Over time, prices tend to be stable when supply 
meets or is equal to demand. This is known as 
the market equilibrium. When supply is less than 
demand, prices tend to rise; when supply 


exceeds demand, prices tend to fall. Taken 
together, these statements are the laws of supply 
and demand. 


The laws of supply and demand relative to price 


4 When demand exceeds supply, prices rise. 
Y 1Esupply exceeds demand, prices drop. 


E= when supply equals demand, prices are stable. 


Rental space 

These same supply-and-demand phenomena 
occur in the real estate market. Successful 
companies change their operations when 
demand for products or services drops. For real 
estate managers, this focuses on the need to: 


1. Anticipate trends and market shifts 


2. Collect and accurately assess and 
analyze data 


3. Stay on the cutting edge (create 
demand) 


For example, when demand for rental space is 
strong, rents should go up. A growing or 
shrinking workforce signals a need to evaluate 
office space needs. Rising income encourages 
consumer spending, and that creates a demand 
for retail businesses and, potentially, store space. 
An increase in manufacturing, warehouse and 
distribution, and research and development 
triggers a strong demand for industrial space. 


Rising rents stimulate investment in existing 
income-producing properties (apartments, office 


buildings, shopping centers, industrial parks) as 
well as construction of new ones. As rental rates 
increase, the value of the asset increases. New 
development eventually increases the supply of 
apartments, offices, industrial parks, and store 
spaces beyond the demand for them, and rents 
stabilize or decrease. However, the value of the 
real estate assets inevitably decreases as its 
rental income diminishes. 


Employment levels 

The labor market, too, is subject to the laws of 
supply and demand. The workforce consists of 
both employed and unemployed individuals. Full 
employment is an unachievable ideal. As new 
jobs are created, other jobs are removed from 
the market. Unemployment can result from 
corporate downsizing and outsourcing of jobs, 
long-term decline of a specific industry, or a 
general downturn of the economy. Full 
employment (in economic terms) can only result 
when everyone who wants to work can find a 
job. 


Significant unemployment affects the real estate 
industry in several ways, most notably as a 
reduction of the income stream of a property. 
People who are not working do not have income 
from which to pay rent for housing. Rather than 
struggle to meet expenses on their own, renters 
may double up to share expenses or young 
adults may return to their parents’ homes as we 
seen during the Great Recession. 


Reduction of the workforce means businesses 


have fewer employees. For most businesses, 
fewer employees mean reduced work space 
requirements. Unemployed people are generally 
not consumers, so retail businesses may have to 
cut back on inventory and the amount of space 
used to display merchandise. They may opt to 
relocate to smaller stores. In factories, the initial 
reaction may be the reduction of the length or 
number of work shifts, but eventually 
manufacturers may eliminate redundant 
equipment and then seek smaller sites. As the 
slowdown of business reduces the demand for 
space, it also reduces the demand for new 
construction. The market cannot absorb 
additional rental space, and the market for a 
specific type of space becomes overbuilt and 
rents drop. 


The office building market is particularly 
affected by changes in the level of employment. 
High employment means that companies 
typically need more space to house their 
operations and personnel. However, high 
unemployment means companies need less space 
—they will also be less inclined to move because 
of the expenses involved. If they stay and renew 
a lease, they may seek to reduce the amount of 
space rented. If they do move, it will be because 
they have found a smaller space that meets their 
needs. The ultimate effect of major 
unemployment on office space is higher vacancy 
levels and slow absorption of new space. Some 
resort to subleasing space from companies that 
would like to downsize but can’t afford to move 


or are hoping for a speedy recovery of their 
business. These prospective tenants have now 
found space outside of the pool of vacancies, 
thereby diminishing potential occupancy. 


The baby boomer generation is entering 
retirement at record levels each year. This is one 
of the contributing factors to the ongoing labor 
shortage experienced across many industries, 
especially in trades like carpentry, plumbing, 
electrical, construction, and building 
maintenance. Increasing wages are good for the 
employee. However, they eventually lead to an 
increase in the cost of products and services as 
companies pass through these increased costs to 
the end consumers. 


Employment, unemployment, and rent 

The Bureau of the Census measures employment by surveying 58,000 
households every month to gather information on their labor-market activities 
during the preceding week. From the data, the Bureau of Labor Statistics 
estimates the number of people employed and unemployed during that month. It 
classifies everyone over age sixteen as employed, unemployed, or not in the labor 
force based on a specific definition of employment. The unemployment rate is the 
number of unemployed divided by the number in the labor force (the number of 
employed plus the number of unemployed). For real estate managers, levels of 
employment and unemployment, particularly as they change within a localized 
area, reflect the ability of people—and businesses—to pay rent. The employment 
levels also indicate whether the need for housing or commercial space will 
increase or decrease. 


Technological change 

One of the most far-reaching causes of change in 
the marketplace is the increasing speed of new 
technologies for both consumers and businesses. 
It accelerated during the COVID-19 pandemic as 
millions of Americans were forced to work from 
home and teach their children from home 
virtually. This required the innovation of 


collaborative software and video sharing 
platforms as well as large investment into 
strengthening the internet infrastructure 
worldwide. The pandemic also affected the way 
consumers purchased goods and services. E- 
commerce market share grew exponentially as 
consumers were forced to stay at home, either 
by executive order or for fear of contracting the 
illness. Nontraditional users of online commerce 
embraced the safety and convenience of 
ordering online for the first time. E-commerce 
continues to grow in popularity. With greater 
efficiency in production, improved modes of 
transportation, innovations in communication, 
and development of totally new products, 
technology has reshaped the way people live and 
work. New technology can affect production, 
distribution, supply, and demand, and the jobs 
created by technological change have a direct 
impact on the labor market. 


Companies have access to a global workforce 
and can outsource many administrative tasks to 
developing regions of the world at a fraction of 
the cost of hiring domestically. Companies 
benefit from cheaper labor costs that in turn 
lower the price of the product to their consumer. 
While this practice should benefit the consumer 
who will have access to products at a lower 
price, it can also have a negative impact because 
it might lower the available jobs in certain 
markets. Real estate management requires local 
expertise and critical thinking skills, both of 
which make it a difficult job to fully outsource, 


leading to long-term job security. 


Technology also has an impact on rental space. 
Major advances in home computing, 
smartphones, and accessibility to high-speed Wi- 
Fi make it possible for workers to perform job 
tasks remotely rather than at their employers’ 
offices. As mentioned earlier, the COVID-19 
pandemic forced many employers to close their 
offices in the spring of 2020 and allow 
employees to work from home. As a result, the 
employer needs less space as many companies 
opt for a hybrid work situation rather than 
require employees to work full-time in the office. 
A company might not maintain office space for a 
particular employee but set aside a cluster of 
spaces for those staff members who only need to 
work in the office periodically—a practice called 
hoteling. 


With the internet altering the way consumers 
shop, retailers have changed how they operate 
their stores. Brick-and-mortar stores remain as 
consumers still seek the experiential benefits 
associated with traditional shopping. However, 
many have decreased the amount of square 
footage they occupy as they integrate their own 
e-commerce solutions or become distribution 
points. This allows retailers to store inventory at 
centralized industrial warehouses rather than the 
more expensive option of keeping inventory on- 
site at their retail locations. This has had a direct 
effect on the industrial real estate market. 
Developers realized this shift and started 


building large warehouse and distribution 
centers along freeway corridors to get products 
quickly to the last mile end user. This is one 
example of how shifts in consumer behavior lead 
to the evolution of other areas of the real estate 
industry. 


By-products of technology provide other 
examples of technology’s impact on rental space. 
Prior to the 1980s, video stores did not exist. 
However, by the early 1980s, video rentals could 
be profitable in just about any sized store, and 
those operations consequently leased space in 
every type and size of shopping center until the 
mid-2000s. By 2010, video stores became nearly 
extinct as new devices and online video 
streaming services (e.g., Netflix, Amazon Prime 
Video, Hulu, Sling TV, Disney+) made movies 
and TV shows directly available to rent and/or 
purchase. This trend had a negative impact on 
the retail rental market as stores closed and 
created vacancies. As a hedge against this trend, 
owners of retail property now seek tenants that 
provide services like medical, dental, and 
personal care rather than sell products. This 
allows them more security because e-commerce 
cannot disrupt these types of tenants, as they 
still require physical space. 


Just as the coworking phenomenon is booming 
with companies like WeWork, who allow 
business owners and employees flexible lease 
terms and the ability to increase or decrease 
square footage depending on growth, companies 


in the hospitality space are doing battle not only 
with each other but also with app-driven sites 
such as Airbnb and VRBO. These companies are 
just a part of the billion-dollar shareconomy that 
is disrupting the traditional economy by offering 
a peer-to-peer as opposed to a business-to- 
customer platform. 


Technology has become seamlessly integrated 
into people’s day-to-day lives. Most users take 
for granted the complex nature of the millions of 
networks and cyber connections required to 
provide modern conveniences that people are 
used to. Media is consumed and shared via 
streaming platforms. Documents and photos are 
stored in the Cloud. This digital consumption 
still requires a great deal of physical 
infrastructure to support it, which has led to the 
creation of a new sector of the real estate 
market: the data center. Tech companies are 
leasing millions of new square feet of data center 
space each year to house servers, switches, and 
networks that keep the modern economy 
humming. 


The role of government 


The U.S. government has an impact on the 
economy in numerous ways. The government is 
also a purchaser of goods and services from 
private industry, and that stimulates production 
and fosters competition. On the other hand, 
specific legislation and regulatory programs add 
to consumer prices and skew the costs of doing 
business (e.g., requiring governmental agency 


approval of drugs, pesticides, and other products 
before marketing; setting minimum wage rates; 
taxing specific products such as tobacco, 
alcoholic beverages, and gasoline). Price controls 
(supported prices for agricultural products) and 
regulation of competition in U.S. markets 
(limitations on imports, subsidies for domestic 
products) are other examples. 


In addition to its participation in the economy, 
the federal government also measures economic 
activity. It collects information on wholesale and 
consumer prices, interest rates, money supply, 
levels of production and consumption of goods, 
construction starts and permits issued, sales of 
new and existing homes, population, and more. 
Trends and changes in these indicators are used 
to chart economic growth, inflation, and the 
place of the U.S. economy in the world at large. 


Other indicators are also relevant to real estate 
and its management. Fluctuations in interest 
rates are a measure of the availability of funds 
for borrowing—for investment, construction, 
and operating capital. The U.S. Federal Reserve 
System may lower the discount rate at which it 
lends money to its member banks as a way to 
stimulate economic growth. The producer price 
index (PPD and the consumer price index (CPD 
are measures of inflation at the wholesale and 
retail levels, respectively. In leases written 
before the 1990s, real estate managers often 
used the CPI for rent increases based on 
increased operating costs. The CPI is discussed in 


detail later in this chapter. The number of 
building permits issued, the number and value of 
construction starts, and the absorption rates for 
newly constructed space chart the health of the 
U.S. real estate market. Real estate professionals 
in general and real estate managers in particular 
follow many of these economic indicators as a 
matter of course, which may help guide their 
decision-making processes. 


In response to the economic shutdown caused by 
the COVID-19 pandemic, the federal government 
passed into law the Coronavirus Aid, Relief, and 
Economic Security Act (CARES Act) on March 
27, 2020. This $2 trillion economic stimulus 
package provided relief to individuals and 
business and was meant to prop up the economy 
during the early stages of the global pandemic. 
Businesses were awarded Paycheck Protection 
Program (PPP) money to help keep people 
employed while businesses were shut down. 
Those that did lose their jobs were awarded 
increased unemployment benefits. Individuals 
who made less than $75,000 and married 
couples who made less than $150,000 were 
awarded between $1,200 and $2,400, with 
additional money awarded if they had children. 
This stimulus money not only helped keep the 
economy afloat during the pandemonic, but it 
also helped many companies and individuals 
thrive and realize increased wealth. With 
increased wealth typically comes increased 
spending, which increases economic production. 


Of all the functions of government, however, 
taxation on income, regulation of banking, and 
control of interest rates are among those of 
greatest interest to the real estate manager. The 
specific role of the various levels of government 
in the real estate market is discussed later in this 
chapter. 


Measures of productivity 

For decades, the productivity of the U.S. economy was measured as gross national 
product (GNP). The GNP is the market value of all final goods (tangible objects 
such as canned food and automobiles) and services (intangible objects such as 
entertainment activities and transportation) produced by an economy in one 
year’s time. It measures output attributable to U.S. residents regardless of their 
geographic location. Because foreign trade provides some of the goods and 
services Americans purchase, the effects of foreign trade are also included in the 
measurement of GNP. It accounts for the volume of goods and services exported 
to and imported from other countries. When imports exceed exports, the net 
value of the GNP is negative (as it was during the late 1980s in particular). 


Beginning in 1991, however, U.S. productivity has been reported as gross domestic 
product (GDP), which measures the same factors for economic activity located 
only within the United States. Nearly all other countries measure productivity as 
GDP, so use of GDP facilitates comparisons of U.S. economic activity with that of 
other countries. 


The U.S. GDP is currently measured in billions of dollars. The amount is 
calculated by adding together the value of personal consumer purchases (durable 
and nondurable goods and services) and government purchases of goods and 
services at the federal, state, and local levels, plus the investment of private 
capital in new plants and equipment, commercial buildings, and residential 
structures (fixed investment), and new stocks of business inventory. The 
investment amount is adjusted for depreciation (using up) of the existing capital 
stock during the process of production. A rapidly rising GDP may signal rising 
interest rates or the beginning of a period of increasing inflation. A declining 
GDP may forecast falling interest rates or impending recession. Some economists 
consider two consecutive quarters of declining GDP as an indicator of recession. 


The significant real estate impact on the GDP fluctuates. Following the Great 
Recession, the real estate portion was 10 percent of the GDP in 2010 and grew to 
16.9% by 2021. Real estate comprises construction, professional services, and real 
estate finance, and it accounts for designing, building, brokering, financing, and 
managing real properties (residential, office, retail, industrial) built or traded for 
investment. It excludes building materials and construction of public facilities. 
Real estate's contribution to the GDP exceeds those of durable and nondurable 
goods manufacturing, wholesale and retail trade, and the cost of government as 
individual sectors. 


Taxation 
The functions of government, including the 


services it provides, have inherent costs. In order 
to pay those costs, the government must have 
income. Government derives its income from 
various sources, the most significant of which is 
taxes. In the United States, the federal 
government taxes the income of individuals and 
businesses. State and local governments impose 
taxes primarily on property, although some tax 
income and sales of goods and products as well. 


The federal income tax, as its name implies, is a 
tax on personal and business income. Changes in 
the law have from time to time specifically 
encouraged or discouraged investment in 
income-producing property. In the early 1980s, 
the law provided for higher tax rates on higher 
incomes, but it also created a variety of tax 
shelters. An individual or entity could invest in 
property that generated little to no income and 
still make a profit on paper. The level of 
continuing inflation essentially guaranteed a 
selling price higher than the property’s purchase 
price. In addition, investors could use losses 
from real estate investments to offset income 
from wages and other sources. That reduced the 
property owner’s taxable income and, in some 
cases, lowered the tax bracket. However, the Tax 
Reform Act of 1986 changed that, and 
investment in real estate became less attractive 
because the act greatly reduced tax incentives. 
Property owners could no longer use losses that 
resulted from real estate operation to offset 
other income. The tax reform blocked them from 
sheltering that income from taxation. Owners 


who previously bought property for tax breaks 
found themselves in the position of having to use 
income from other sources to support their real 
estate investments that were operating in the 
red. Those who did not have extensive resources 
had few options, and they elected sale, 
foreclosure (default), and sometimes bankruptcy. 
Inflation slowed and property values no longer 
appreciated quickly—especially in overbuilt 
markets. As a result, the number of distressed 
properties on the market increased. 


Changes in the federal income tax laws affect the 
amount of capital people are willing to invest in 
real estate and other assets. The Economic 
Growth and Tax Relief Act of 2001 lowered 
individual tax rates, and the Jobs and Growth 
Tax Relief Act of 2003 made further 
adjustments, including the reduction of the long- 
term capital gains tax rate from 20 to 15 
percent. Those capital gains rate cuts were to be 
effective for the tax years ending on or after May 
6, 2003, and signed into law on May 28, 2003, 
but nearly all of the cuts—individual rates, 
capital gains, dividends, estate tax—expired 
after 2010. Favorable capital gains tax rates 
encourage the sale of appreciated property. On 
the other hand, changes in the rules regarding 
depreciation—the method by which taxpayers 
are allowed to recover the cost of their 
investment—can encourage or discourage 
investment. The current long cost-recovery 
periods for real estate investment (27.5 years for 
residential property and 39 years for commercial 


property) diminish the rate of return on the 
owner’s investment. 


The Tax Cuts and Jobs Act went into effect in 
December of 2017. This was the largest tax 
legislation since the mid-1980s. The bill 
decreased corporate tax rates, which allowed 
businesses to expand their operations as profits 
increased. The expansion allowed businesses to 
add locations and move into larger facilities. The 
bill also preserved the 1031 like-kind exchange 
rules, which allow real estate investors to defer 
the capital gains tax earned on the sale of a 
property if they “roll” their earnings into a like- 
kind property of greater value. This is a popular 
tax strategy that drives many real estate 
investment sales. For qualified real estate 
professionals, the bill allowed them an upfront 
deduction of 20 percent for business income 
earned. These types of tax advantages make real 
estate an attractive asset class for investors. 


Financial regulation 

A significant role of government relates to 
money. It produces the nation’s money and 
regulates the amount in circulation. When 
governments mint and print additional currency, 
they create inflation. When they reduce the 
amount of currency in circulation, they cause 
deflation. Printed money and coinage were 
traditionally backed by some type of convertible 
commodity. Each country fixed a value of the 
commodity for its particular currency so that 
international exchange could take place. 


Previously, gold was the accepted standard. 
However, the present standard involves a 
mixture of floating and fixed exchange rates. The 
value of the U.S. dollar floats with respect to the 
major currencies of the world. 


The U.S. government also regulates banking. 
Deregulation of the thrifts in the 1980s gave rise 
to several phenomena. Branch banking (and 
branch savings and loans [S&Ls]) became 
widespread, and the government allowed S&Ls 
to offer negotiable order of withdrawal (NOW) 
checking accounts and to lend money for 
commercial investment. A large number of banks 
and S&Ls entered the real estate market directly, 
often lending money in a manner that allowed 
them to participate in the property ownership. 
Many of those institutions had no prior 
experience in real estate investment, and they 
frequently made loans for the development of 
marginal properties. In addition, they allowed 
assets held in reserve to reimburse depositors to 
fall below required levels—sometimes as a result 
of real estate assets having lost value. When the 
borrowers defaulted on the loans, the financial 
institutions foreclosed on the properties. By the 
end of the 1980s, the market was glutted with 
troubled properties. Failures of S&Ls became 
widespread, and the Federal Savings and Loan 
Insurance Corporation (FSLIC), which guaranteed 
the deposits in the institutions, was required to 
pay back the insured deposits. The Financial 
Institutions Reform, Recovery, and Enforcement 
Act (FIRREA), which the U.S. Congress enacted 


in 1989, transferred the responsibilities of the 
FSLIC to the Federal Deposit Insurance Corporation 
(FDIC), which is the insuring body for deposits 
in banks and in the few remaining S&Ls. As a 
consequence of the savings and loan crisis of the 
1980s, the Resolution Trust Corporation (RTC)— 
a U.S. government-owned asset management 
company—was charged with liquidating assets 
(primarily real estate-related assets, including 
mortgage loans) that had been assets of S&Ls 
declared insolvent by the Office of Thrift 
Supervision. Although the RTC was first 
established in 1989, it was overhauled in 1991. 


Beginning in the late 1990s, the government 
began allowing banks to acquire or merge with 
banks in other states. It modified the Bank 
Holding Company Act to authorize banks to 
underwrite and sell insurance and securities, 
conduct both commercial and merchant banking, 
and invest in and develop real estate, among 
other activities. However, the act limits the 
kinds of nonfinancial activities in which those 
new entities can engage. Banks are not allowed 
to act as agents in real estate transactions. 
National banks are allowed to underwrite 
municipal bonds. As a result, things became 
dramatically tighter due to the Dodd-Frank Act 
that was signed on July 21, 2010. It was enacted 
to promote financial stability by improving 
accountability in the financial system, to protect 
taxpayers by ending bailouts, and to protect 
consumers from abusive financial service 
practices. The Dodd-Frank Act changed the 


existing regulatory structure by creating a 
multitude of new agencies to streamline the 
regulatory process, increase oversight of specific 
institutions, and amend the Federal Reserve Act 
by promoting transparency and other changes. 


Money and the international arena 

International trade requires the exchange of the U.S. dollar for other nations’ 
currencies. In free markets, currency values generally appreciate in countries 
where inflation rates are lower than those in the rest of the world. Foreign 
demand for those country's goods drives up the value of the currency. Likewise, 
in countries with lower-than-average economic activity (specifically, low 
imports), exchange rates (currency values) rise. Countries where interest rates 
are high attract investment capital from all over the world. The reverse is also 
true: Currencies depreciate in value in countries with high inflation rates, high 
levels of economic activity, or low interest rates. The U.S. dollar has a floating 
exchange rate against foreign currencies, most notably the British pound, the 
euro, and the Japanese yen. 


In the United States, the Federal Reserve System regulates the money supply 
by changing the required reserve ratio (the amount of reserves a bank must 
have on hand in relation to the deposits on its books), by changing its policy on 
lending to banks (raising or lowering the discount rate), or through open market 
purchase and sale of government securities. The Federal Reserve System, often 
referred to as the Federal Reserve or simply “the Fed," is the central bank of the 
United States. To increase the money supply, the Federal Reserve purchases 
U.S. government bonds (treasury bills or T-bills) that pay a fixed number of 
dollars of interest annually for various terms (one-year T-bills, ten-year notes, 
twenty-year bonds). Increasing the money supply results in higher bond prices 
and lower interest rates. Conversely, when the Federal Reserve sells bonds, 

the money supply decreases, and lower bond prices and higher interest rates 
result. For example, consider a bond that pays $90 a year. It will yield a return 
of 9 percent when the bond price is $1,000. However, if the bond price falls to 
$900, the bondholders will receive a 10 percent return. 


Real estate investors and managers use the interest rate on treasury bonds as a 
benchmark—a risk-free rate of return. They use it to determine how much additional 
interest a real estate investment must return to compensate for its illiquidity and 
other risk factors. For example, if the risk-free rate of return on treasury bonds 

is 6 percent, a real estate investor may require an 8 percent or larger return. 
Internationally, the London Inter-Bank Offering Rate (LIBOR) provides a similar 
benchmark. The LIBOR rate quoted in the Wall Street Journal is an average of the 
rates at which five major world banks would be willing to deposit U.S. currency for 
a set period, It compares most closely with the U.S. rate on one-year T-bills. 


Interest rates 

As part of its regulation of banking, the U.S. 
government controls the money supply by 
adjusting interest rates, and that has widespread 


effects. When the Federal Reserve System lowers 
the discount rate charged to its member banks to 
stimulate economic growth, the banks, in turn, 
may lower the commercial prime interest rate 
they charge their most creditworthy customers 
for short-term loans. This can lead to a reduction 
in the interest rate paid on deposits as well. 
Conversely, the Federal Reserve System may 
raise the discount rate to reduce the money 
supply or to discourage banks from excessive 
leniency in their lending and investment 
policies. 


Interest is a major inducement for people to 
save. When an individual’s income exceeds the 
amount required to take care of basic needs, the 
surplus income can be spent immediately for 
personal enjoyment to acquire possessions, for 
recreation, and so on, or it can be set aside for 
future use. 


Savings deposited in banks and related financial 
institutions do more than earn interest for the 
saver. That money works to produce more 
money. Banks use savings deposits to finance 
various types of lending. Consumers borrow 
money to purchase homes, automobiles, major 
appliances, recreational equipment, vehicles, 
and so on. Businesses borrow money for 
operating capital, which they use to purchase 
raw materials for processing into finished 
products or to provide inventory of products for 
sale. Both individuals and businesses borrow 
money to invest in income-producing real estate. 


They pay the borrowed money back to the 
lenders with added interest. In fact, the amount 
borrowed often depends on the rate of interest 
charged. 


When money is plentiful, interest rates tend to 
be low, and banks readily lend money to willing 
borrowers. Throughout the 1990s and into the 
2000s, interest rates were kept low to fight 
inflation, despite a recovering economy. The low 
interest rates encouraged a boom in single- 
family home purchases and in refinancing, and 
the country enjoyed a strong economy in the 
latter part of the 1990s. 


The exuberant purchasing and refinancing began 
to wane in 2004 when the Federal Reserve Bank 
began to raise the federal funds rate and the 
federal discount rate, which in turn influenced 
the prime rate quoted by financial institutions. 
When money is tight, however, interest rates 
tend to rise, and individuals and businesses tend 
to borrow less. High interest rates encourage 
saving and discourage borrowing. Changes in 
interest rates are among the factors that 
contribute to inflation and deflation, and periods 
of inflation and deflation affect the sale and 
purchase of goods and services, usually in a 
cyclical manner. Controlling interest rates is one 
way the government attempts to control 
inflation and the amount of money available for 
borrowing. However, the recession of the late 
2000s made credit tight, and interest rates 
remained at a historically low level. As a result, 


consumers and businesses could not obtain 
credit as easily as they did before the collapse. 
However, the prolonged period at which interest 
rates stayed low helped the economy rebound 
and prosper. Many economists expected interest 
rates to rise in early 2020, but the Federal 
Reserve Bank kept the federal funds rate and the 
federal discount rate low in an effort to keep the 
economy stable in the wake of the global 
pandemic. However, early in 2022 the Federal 
Reserve approved incremental interest rate 
increases in an effort to address spiraling 
inflation spurred by supply and demand 
imbalances following the pandemic, higher 
energy prices, and increased prices. 


The business cycle 


Periods of economic expansion or contraction 
may be short-lived (a few months), or they may 
go on for many years. Sometimes one region of 
the United States or the world is affected more 
than another region. Occasionally a single 
industry or a single market is the focus of 
economic change, but that is rare. Businesses 
and industries today are interrelated in such 
complex ways that whatever affects one 
significantly affects most, if not all, of them. 
Poor sales of consumer merchandise slow a 
retailer’s business, the retailer orders less from 
wholesalers and distributors, and they in turn 
take less of a manufacturer’s production. A raw 
material shortage curtails a manufacturer’s 
production, less merchandise is available for 


wholesalers and distributors to move to retailers, 
and consumers cannot purchase products they 
desire. Changes in technology, development of 
new materials, and discovery of new uses for 
existing materials are some factors that 
contribute to massive economic changes. They 
may make current materials and technologies 
obsolete, or they may create entirely new 
industries. 


When business is good, selling goods or services 
is simple. Demand exceeds supply, prices are 
high, and making a profit is easy. When business 
is poor, supply exceeds demand, prices are low, 
and losses often replace profits. These various 
periods of inflation and deflation of an economy 
are known as the business cycle. The business 
cycle generally has four successive stages: 
recession, depression, recovery, and prosperity 
(Exhibit 3.1). 


Exhibit 3.1: Business and real estate cycles 
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The business cycle is represented by a series of 
troughs and peaks over time. Slowing business 
activity is a period of recession, and a deep 


trough indicates depression. Beginning growth 
or recovery is an upward slope in prosperity to 
the peak. By convention, professional economists 
look at the downside first, perhaps because its 
causes and effects are more readily apparent. 
Due to timing of financing through construction, 
real estate cycles lag behind economic cycles. 


Recession 

During periods of prosperity, all sectors of the 
economy expand. The increased demand for 
goods and services tends to raise prices. 
Prosperity also results in higher wages. When 
personal income increases, people tend to spend 
that income—buying a more luxurious car, 
paying more in rent for a larger apartment, and 
so on—but only up to a point. Once their needs 
and wants are satisfied, many people will store 
their surplus income in the form of savings or 
investments. The consumer will curtail spending, 
and this leads to a recession. 


When people actively save money, a 
corresponding reduction in consumer spending 
generally occurs. However, savings invested in 
banks or in stocks and bonds provide the capital 
for commercial investment. Spending by 
business firms temporarily offsets the absence of 
spending by consumers. The lessening of 
consumer spending affects businesses in two 
ways. Because merchants can no longer rely on 
the same level of sales, their income decreases, 
and they cannot afford to maintain the same 
inventory levels. Manufacturers still have to pay 


for raw materials, wages, and other costs of 
production. 


Providers of services are also affected. 
Businesses may postpone or defer equipment 
maintenance and repairs. To control costs, they 
may have in-house staff provide services that 
they previously outsourced. Conversely, they 
may opt to reduce staff and outsource services 
that they can contract for less. To increase profit 
margins, manufacturers of consumer goods may 
deal directly with retailers, eliminating the 
wholesale distributor. Some may even choose to 
deal directly with consumers via factory outlet 
stores, direct mail (catalogs), or online. 
Competition increases as businesses try to 
maintain or increase their share of a dwindling 
consumer or industrial market. In order to 
maintain inventories and meet payroll expenses, 
businesses turn to bankers. Meanwhile, the 
bankers become cautious; their willingness to 
lend money to business for expansion may not 
extend to providing operating capital. 
Tightening credit also reduces the funds 
available for new construction. Prices cannot 
continue to rise in this environment. Not enough 
buyers are available—demand has reduced. This 
slowdown in business activity signals the 
beginning of a period of economic recession. 


Soon, manufacturing costs catch up with selling 
prices. Banks raise their interest rates and may 
even refuse to make loans; businesses cannot 
borrow additional capital. The inability to obtain 


funds from banks leads to the failure of some 
businesses, and that can have a domino effect. 
One business may depend on payment from a 
second business to meet its obligations on a 
loan. When that payment does not come, the 
first business fails. Business failures mean banks 
and other lenders cannot collect their 
outstanding loans, and eventually the financial 
institutions themselves fail, which happened 
with the subprime mortgage lending crisis in 
2008 and 2009. The term subprime refers to the 
credit quality of particular borrowers, who have 
weakened credit histories and a greater risk of 
loan default than prime borrowers. The banks’ 
faulty practices are a large part of what led to 
the Great Recession. Lending practices became 
so much tighter that even people with good 
credit experienced difficulty in obtaining loans, 
which further stifled the recovery and caused 
more businesses to fail. 


Economic indicators 

A number of economic factors measured by the U.S. government on a regular 
basis move upward and downward in the same pattern as the business cycle. 
Some of these indicators lead the cycle, some run concurrent with it, and others 
follow it. Of particular interest are the indexes of business activity—building 
permits, total output, employment, business formation, and new orders. A 
period of recession often follows sustained downturns in one or more of these 
indicators. 


Indicators that relate directly to real estate include the total value of new 
construction put in place for all property types, nonresidential investment 

as a percentage of gross domestic product (GDP), total manufacturing and 
wholesale trade inventories, and retail sales. Other indicators of interest to real 
estate professionals reflect the general economy, These include consumer and 
producer prices, net exports, employment, and interest rates, especially the 
prime rate. 


Indicators that tend to rise or fall in advance of a general rise or fall in business 
activity are called leading indicators. They are the most important because they 
give advance warning of future economic events. Normally they turn down 
before a recession and up before a recovery of the economy. The U.S. Department 
of Commerce publishes a composite index of leading indicators that is a weighted 
average of twelve of their leading indicators. Four components of this index are 
new building permits, net change in inventories, stock prices, and the money 
supply. The index of leading indicators is one of the most widely used indicators 
in the U.S. economy; however, its accuracy in forecasting recessions is not 
absolute because components of this composite index do not move together in 
exactly the same rhythm. 


Depression 

A widespread reduction in business activity 
ultimately results. Employment drops, wages 
fall, and consumer demand declines. Surviving 
businesses try to sell all they can and buy as 
little as possible so they can meet contractual 
obligations, pay their debts, and avoid failure. 
As demand continues to decline, so do prices. 
The most serious outcome of all of these 
negative factors is a period of depression. Stocks 
of goods diminish as businesses sell and do not 
replenish their inventories. The rate of 
production is slow and prices are low. Interest is 
down and so are wages. Unemployment is 
widespread. Depression eliminates the weakest 
businesses and banks, and less competition exists 


in the marketplace. 


The Great Depression of the 1930s led to failed 
banks. There was a “run on the bank” by 
depositors who wanted their cash. Banks did not 
have cash on hand as it had been loaned. This 
created the banking laws that now require cash 
to be maintained overnight in the vault as a 
percentage of deposits. Stocks plummeted on 
Black Tuesday in 1929, eliminating wealth and 
halting the Roaring Twenties, a period of 
excessive prosperity. Unemployment reached 25 
percent plus, meaning one out of four workers 
could not find employment. 


Recovery 

During a depression, however, business costs 
also decline because rents, wages, and prices for 
raw materials decline. Businesses will eventually 
have to replace machinery and equipment they 
did not maintain or replace during the 
depression period. The need for new machinery 
creates a demand for capital equipment, and 
increased demand stimulates other businesses 
and leads to higher prices. These are early signs 
of recovery. After most recessions in the United 
States, once recovery gets started, employment 
and wages increase; however, the Great 
Recession did not follow typical recovery and 
was referred to as a jobless recovery. Eventually, 
recovery with jobs occurred. Additional income 
increases the demand for consumer goods and 
services and tends to raise prices. Production 
costs do not rise as quickly as prices because 


rents, interest rates, and wages—which react 
more slowly to change—remain low for some 
time. 


Prosperity 

When prices rise faster than the costs of 
production, business income increases in the 
form of higher profits. The reviving economy 
heads for prosperity once again. Prosperity is a 
period of good business. Businesses foresee 
opportunities for profits, so they borrow capital, 
increase their production, and try to enlarge 
their share of the market. Banks are willing to 
lend money for business expansion because such 
loans are easy to repay. Lending expands the 
banks’ business. The expansion of one business 
creates a demand for the products and services 
of other businesses, and that tends to raise 
prices. High prices in the marketplace attract 
other businesses to it, resulting in competition. 


Population growth also fuels economic growth. 
In the United States, immigration has 
significantly affected the population. Foreign- 
born individuals represented 7.9 percent in 
1990, 11.1 percent in 2000, and 13.5 percent in 
2015. This percentage flattened in 2019 with 
government changes in immigration laws and 
public sentiment. Changes in the size of the 
population affect the size of the workforce. A 
growing workforce means larger numbers of 
consumers as well. The baby boomer generation 
dramatically increased the size of the workforce 
beginning in the 1970s. However, they produced 


fewer offspring than their parents. As the baby 
boomers passed into middle age during the 
1990s and beyond, their children entered the 
workforce—but in much smaller numbers. Only 
a few years ago, many baby boomers were likely 
to have retired as they reached age 65; however, 
with the financial turmoil from the Great 
Recession, which reduced the home values and 
financial investments of millions of boomers just 
as they neared retirement, this changed the 
approach. Additionally, the eligibility for Social 
Security benefits continues to increase the age 
requirement and delays retirement. For the first 
time, at least five generations of individuals are 
in the workforce together. The Bureau of Labor 
Statistics provides numbers of employed persons 
by detailed occupation and age, including 
median age—specifically in the real estate 
industry (Exhibit 3.2). 


Exhibit 3.2: Labor force statistics 2020 census 


Employed persons by age* 


Total | 16-24 | 25-34 | 35-44 | 45-54 |55-64 |65+ | Median age 


Total employed 152,581 | 18,675 | 34,578 | 32,734 | 30,554 | 25,912 | 10,127 | 42 

100% |12% |23% |21% |20% |17% |7% 
Property, real estate, | 780 25 135 169 162 177 i 49 
and managers 

100% |3% 17% 22% | 21% 23% |14% 
Realestate brokers | 1,170 43 180 257 255 252 182 49 
and sales agents 

100% |4% 15% 22% |22% |22% |16% 


*Numbers are in thousands, i.e., 780 represents 780,000 


Source: www.bls.gov/cps/demographics.htm 


Prosperity tends to feed on its own momentum. 
Employment levels rise as businesses expand. 
Business expansion leads to new construction of 
office, industrial, and retail properties. High 


wages permit workers to purchase luxury items 
and invest in homeownership. During these 
times, housing starts increase, especially single- 
family homes. Investment, savings, and 
purchases on credit are on the rise. Meanwhile, 
rents and interest rates begin to escalate as 
leases and contracts expire. The economy starts 
to slow down, checked by rising prices, wages, 
rents, and interest rates—all of which make 
money tighter—and the cycle repeats itself. 


Throughout the business cycle, rents, interest, 
and wages do not change as quickly as other 
prices. Rents and interest rates usually remain 
fixed for a time; leases and other contracts run 
for months or years. Wages and salaries also 
remain fixed for extended periods, sometimes by 
contract. As general prices for goods increase, 
rents, interest, and wages are slow to catch up. 
The disparity in these costs of production in 
relation to the prices commanded for goods is 
part of the fuel behind prosperity. Rents, 
interest, and wages eventually catch up with 
prices, however, and that has the effect of 
reducing profits and creating losses—ultimately 
fueling a recession. The numbers of potential 
buyers diminish, depressing real estate prices. 
Unavailability of capital precludes investment in 
improvements, and the real estate market 
becomes glutted with distressed properties. In 
the end, the credit crunch that results promotes 
recovery by limiting new building. 


A period of depression does not always follow a 


recession, and recovery is not always a separate 
stage in the business cycle. Sometimes periods of 
prosperity follow periods of mild recession; 
economic expansion and contraction are 
apparent but not pronounced. Often a scientific 
breakthrough or development of a promising 
new technology can be a significant contributor 
to economic recovery. The real estate industry is 
part of the general economy, and it reacts to the 
same economic pressures, but its reactions are 
slower and stronger. The nature of the real 
estate cycle is discussed next. 


Real estate economics 


The amount of land available for use is strictly 
limited. Land also has unique characteristics 
based on its location and its inherent qualities. 
These factors give value to land and affect its 
desirability. Value is also created when land is 
made usable—that is, prepared for development 
by grading, draining, and installation of curbs, 
sidewalks, sewers, and streetlights. Ultimately, 
the use or potential use of land determines its 
market value. Fertile farmland that yields more 
grain per acre is more valuable than less 
productive acreage. However, neither will be as 
valuable if the grain cannot be transported to 
the marketplace. A location that includes access 
to transportation is a key factor in the value of 
farmland. Land in urban areas is often 
considered more valuable than suburban land 
because of its intensive use. For instance, 
population density is very high for residential 


uses—a one-hundred-unit apartment building 
may occupy the same amount of land as two or 
three single-family homes. 


In some urban areas, residents accept high rents 
as a trade-off against long, expensive commutes 
to work. They expect ready access to public 
transportation and the cultural and 
entertainment features of the city as well as the 
amenities of the building to compensate them 
for that rent. Businesses willingly pay high rents 
for office space in urban areas because they have 
access to a large labor pool and to all the 
services available in a city. Exceptions do exist. 
Some cities have lower rents per square foot 
than their surrounding suburbs. Retailers will 
pay high rents to have store space in an area 
where individuals have disposable income or to 
have access to large numbers of potential 
customers. 


The real estate market 

Markets for specific products and services exist 
wherever willing buyers and sellers of those 
products and services exist. The products 
themselves and the people who provide the 
services can move from one location to another. 
While land is fixed in location, owners of real 
estate may not be local. Large commercial 
properties, in particular, are typically traded at 
the national level and in international markets. 
However, the ultimate users are local. 


The value of land in the local market depends on 


its use and any improvements to it. Because 
buildings and other improvements on land have 
a long physical life, the commitment to a specific 
use is not readily subject to change. Land use is 
affected by many factors, among them industry, 
population, highways—and supply and demand. 


Consumer debt 

Yet another contributor to the downside of an economy is consumer debt. 
Consumer debt is personal debts owed as a result of purchasing goods and services. 
Examples of consumer debt are things like credit cards, student loans, auto loans, 
and mortgages. With easy availability of credit, consumers are as likely—or more 
likely—to make purchases in excess of their monthly income earning. When the 
bills come in, some may have a tendency to pay only the minimum amount due, 
carrying forward a growing balance at a high rate of interest. Competition among 
credit card issuers encourages consumers to pay off an existing credit card balance 
using a new card at a lower interest rate. Those who continue to use credit cards 
without paying down the balance may become overwhelmed, And, with a flat 
salary or fluctuations in employment, bankruptcy might be the only option. 
Their creditors—merchants, property owners, and others—may be able to 
collect only a small portion of the debt owed—or nothing at all. 


The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 
(BAPCPA) made it more difficult for consumers to file for bankruptcy. The act 
requires that incurred debts be discharged only after the debtor has repaid some 
portion of their debts instead of forgiving the entire debt. The legislative changes 
affected consumers and business bankruptcies. The act requires the debtor's 
income to be compared to the median income of the debtor's state. If the income 
is above the median income, they are subject to being found “abusive” or in 
violation of filing for bankruptcy. 


Industry 

Changes in industry and the economy also affect 
land value. Inflation, wide fluctuations in the 
availability and cost of mortgage money, and the 
cost and availability of foreign crude oil are 
factors that affect the real estate market at the 
regional, national, and international levels. At 
the local level, empty factories and warehouses 
on the edge of a city may no longer be as useful 
as industrial properties. Creative developers and 
architects can usually find a way to convert 
them to other uses. Vacant warehouses and 


historic buildings that could not be sold or were 
no longer usable for their original purpose have 
been renovated and converted to housing and 
office space. Such changes, intended to increase 
the income from the property and therefore 
increase its value, also preserve landmarks and 
conserve raw materials. 


Changes in a region affect land use. The growth 
that occurred in the Sunbelt (the Southwest) in 
the 1980s had nationwide impact. Many 
industries relocated there from the northeastern 
United States. The areas they left behind became 
known as the Rust Belt—also known as the 
Manufacturing Belt or Factory Belt in the 
northeastern section of the United States running 
west of the Megalopolis (Washington DC, 
Baltimore, Philadelphia, New York City, and 
Boston) through Pennsylvania, Indiana, Ohio, 
Michigan, and to the western shore of Lake 
Michigan in Illinois and Wisconsin. New tech 
and energy companies were booming and 
relocating to the Sunbelt states. They brought 
jobs that created demand for new office space. 
However, dependence on them to the exclusion 
of other types of industries eventually had severe 
effects locally. Increased importation of 
petroleum reduced domestic exploration and 
production. Higher prices for domestic oil 
increased the production costs of products 
derived from it. When the oil and technology 
industries faltered, many cities—especially 
Dallas and Houston in Texas—suddenly had 
phenomenal amounts of vacant new office space 


and interrupted construction. Property values 
declined drastically. 


Population 

Changes in population size have a direct impact 
on land values. When the population in an area 
grows, land value increases. The increase in 
demand for the fixed amount of land leads to 
higher prices. Population growth is a direct 
result of the formation of new industries that 
provide jobs. New manufacturing industries 
attract support businesses, suppliers of raw 
materials or parts, and distributors of finished 
goods, which also increase the number of 
available jobs. When the local population 
declines—particularly if significant numbers of 
people move away and others do not move in to 
replace them—demand for land decreases, land 
values decline, and prices fall. Population 
decline results when industries close down 
because they have become obsolete or lost their 
share of the market. Those satellite businesses 
that depended on the major industry may close 
down earlier because the components they 
supply are no longer needed or later because 
there are no finished products for them to 
distribute. These shifts in industrial activity that 
affect population size also affect the local 
economy by increasing and decreasing the 
amount of income available for discretionary 
spending. 


Ample discretionary income and ready 
availability of credit encourage consumer 


spending. As discussed earlier in the chapter, 
consumers increasingly rely on e-commerce to 
satisfy their spending. In order to stay relevant, 
shopping centers re-created themselves as social 
and entertainment destinations. Major malls 
replaced food courts with mid- to high-level 
dining options, movie theaters, and other forms 
of entertainment. Housing and office space filled 
in areas left vacant when major anchor tenants 
went dark. Real estate is in a constant state of 
evolution to meet consumer demand and find 
the highest and best use of land and space. 


The U.S. population is aging rapidly, and more 
people are living longer than ever before. An 
aging population increases the demand for 
senior communities and retirement housing, 
which may be comparatively smaller and are 
likely to be more expensive and include 
recreational amenities. Such housing provides 
opportunities for specialty management. The 
aging population also increases the need for 
senior housing, nursing homes, and health care 
facilities. 


Supply and demand 

In the real estate market, the laws of supply and 
demand are also at work. Usually, the value of 
real estate in a given market is based on the 
present worth of projected future benefits to be 
derived from the investment. Stable values result 
when a balance exists between the supply of a 
given land use and the economic demand for 
that use. Supply may be limited and is not 


quickly increased. Supply declines because of 
deterioration, demolition, supply shortages, and 
destruction from natural disasters. Change of use 
reduces the supply of one use while adding to 
the supply of another. Existing properties are 
part of the total supply even if they are not used. 
Demand changes, however, and many factors 
influence it. Population, income, credit, personal 
tastes, and preferences, as well as governmental 
actions, taxes, and cost savings, have an impact 
on demand. The imbalance between supply and 
demand means real estate investment can be 
riskier than other types of investments whose 
markets are more predictable. 


When a particular use of a building type is in 
oversupply, the value of that type of property 
declines. An overbuilt market is a renter’s 
market. More space is available than renters who 
desire such space, so rent is lower and 
prospective commercial tenants can negotiate 
other favorable terms, which can have negative 
long-term effects on property value. An 
underbuilt market is more appealing to investors 
because it favors the property owner. When 
demand exceeds supply, the available space 
commands high rents because less competing 
space exists. 


Government and real estate 
Governments at all levels affect real estate 
transactions in numerous ways. Local 
governments tax real property based on its value 
(ad valorem tax). The tax burden affects the 


value of a particular parcel of land and is 
therefore an important consideration in the 
investment in real estate. Local zoning 
ordinances impose limits on land uses, and 
compliance with them—or efforts to change 
zoning—can be costly. Appropriate zoning is 
particularly important in real estate 
development. 


Federal regulations that affect financial 
transactions also have an impact on the real 
estate market. Acceptable interest rates and the 
availability of funds for mortgage loans 
determine how much buyers can borrow. As 
stated, high interest rates discourage borrowing. 
The amount of debt service affects the return that 
an investor can derive from the purchase of a 
rental property. To meet debt service 
requirements, the property must generally 
produce more income. The amount of income 
needed to pay debt service reduces the amount 
of income the owner can keep. 


Government ownership of land in national and 
state parks, highways and rights of way, public 
buildings, and military bases makes the 
government a major participant in the real estate 
market. The presence of various government- 
owned properties can increase or decrease real 
estate values, depending on what and where 
they are. A military base, for example, may be 
desirable because it brings jobs to an area. 
Conversely, if it attracts undesirable businesses 
to the area (e.g., bars or adult entertainment) or 


creates noise pollution, then a military base does 
not enhance surrounding property values. 


Numerous governmental subsidy programs have 
an influence on property values and real estate 
investment decisions. Some housing programs 
subsidize rents for lower-income groups and may 
limit rental rates for private properties that 
participate in the program. Other programs 
encourage homeownership by offering more 
favorable terms for mortgage loans than are 
available in the private sector, in effect, 
competing with it. (Additional information on 
government-subsidized housing is discussed later 
in this book.) 


Federal programs are often the key to land 
development or redevelopment. One such 
program is urban renewal, which opens land in 
cities to new uses. Urban renewal has both short- 
term and long-term effects. The short-term 
effects are often negative because urban renewal 
displaces the original users to land elsewhere 
and results in a loss of property value in the sale. 
When urban renewal eliminates housing or 
makes it unaffordable to the existing residents to 
stay, the residents have no choice but to move 
elsewhere, leading to gentrification of 
neighborhoods. The displaced owners may have 
to accept less than market value for their 
properties because that is all they can get. The 
sale price of a property may reflect low values of 
adjacent, blighted properties. This happens 
disproportionately in minority communities as a 


result of decades of redlining and other 
discriminatory real estate practices. 


In the long term, however, urban renewal has 
many positive aspects, especially as it revitalizes 
the area. Development of a parcel of land for 
one use usually attracts development of adjacent 
land, often for a different use. Industrial 
development may attract research facilities and 
offices. Residential development tends to attract 
retailing and entertainment enterprises. 
Occasionally, the reverse is true. 


Different levels of government occasionally 
impose rent controls, usually with the intent of 
setting upper limits on rental rates to maintain a 
pool of affordable housing. In general, rent 
controls interfere with the operation of the laws 
of supply and demand in the marketplace. In the 
absence of rent controls, more rents would tend 
toward the average rate rather than the extreme 
high (uncontrolled) and low (controlled) rates. 
Rent controls create an artificial lack of 
movement in rents at the lower end of the rate 
range. People tend to not vacate rent-controlled 
apartments. 


The stagnation at low and middle rental rates 
forces those who are moving to go to areas 
where rents are higher. When controlled rents 
are substantially lower than market rents, the 
demand for those units is often 
disproportionately high, and the demand for 
units at market rates is consequently low. The 
reduction in rental income that results when 


controls are in place means less money is 
available for maintenance and repairs, so 
property owners defer maintenance. The lower 
income and the deferred maintenance contribute 
to lowering the property’s value. In order to sell 
a property after rent controls have been in place, 
the owner may have to take a loss. A loss may 
result anyway through deterioration, which can 
remove the property from the overall supply and 
curtail rental income altogether. 


Some regulations affect real estate both directly 
and indirectly. Laws enacted to protect the 
environment offer a useful example. Concerns 
about the presence of asbestos in buildings led to 
demands for containment or removal of the 
material from certain classes of existing 
buildings and the use of other materials for 
fireproofing new buildings. The direct effect was 
tremendous costs to building owners for 
containment or removal of asbestos. These 
demands also had an effect on property value 
because the presence of asbestos made a 
building less desirable to prospective buyers. 
The potential for long-term liability if asbestos 
was discovered after the sale of the building 
added to the problem. Although the demand for 
removal or containment of this potential hazard 
changed as more research emerged, the effect on 
the real estate market did not go away. All levels 
of government can enact environmental 
regulations, and owners must comply with the 
most stringent requirements that apply in a 
given situation. Because of this, the 


environmental aspects of a property will 
continue to be a major concern for real estate 
owners and managers as well as potential 
investors. 


Laws regarding fair housing are of particular 
interest to real estate managers. All levels of 
government make fair housing laws, and they 
specifically regulate how houses are sold and 
how apartments are rented. Federal income tax 
laws as discussed earlier in this chapter specify 
how it affects investment in real estate. 


The CARES Act discussed earlier in this chapter 
imposed challenges on real estate managers 
because it put in place a federal moratorium on 
evictions, meaning that residents could not be 
evicted or removed for nonpayment of rent. This 
put large financial strains on property owners 
who use rent payments to cover their operating 
expenses and debt obligations. The CARES Act 
did not forgive rent payments, it just prevented 
real estate managers from being able to remove 
nonpaying residents from their properties. Many 
residents who could not get emergency rental 
assistance ended up amassing large amounts of 
past-due balances, unfortunately putting some in 
a worse situation. 


Real estate cycles 

Just as other businesses have a cyclical nature, 
so does the real estate market. Statistics 
regarding real estate sales, new housing (single- 
family and multiple dwellings), mortgage 


lending, new construction, and absorption rates 
for rental space show periods of high and low 
levels of activity. Historically, the total of real 
estate transactions or sales recorded in real 
estate markets throughout the United States has 
operated on a long cycle that averages more 
than eighteen years. However, some cycles have 
been longer and others have been much shorter. 
Discrepancies in duration often relate to 
important historical events (depressions, wars, 
pandemics, or major technological changes). The 
cycles relate to the availability of mortgage 
funds, shifts in money markets, and 
governmental housing programs. 


Like the business cycles previously mentioned, 
real estate cycles have four components (Exhibit 
3.3). They generally follow their business 
counterparts. As a result of overbuilding, demand 
begins to decline, absorption slows, and rents 
weaken further just as construction peaks. 
Overbuilding is a consequence of prosperity (or 
sometimes perceived prosperity), which cannot 
last forever. It precedes and then coincides with 
recession. The real estate market then undergoes 
an adjustment—demand continues to decline, 
occupancy diminishes further, and rent 
concessions become widespread. New building 
slows decidedly during periods of recession and 
depression. This is followed by stabilization, a 
period in which demand begins to increase 
despite declining construction starts, making 
inroads into the excess supply. This coincides 
with the depths of recession or depression and is 


the real estate equivalent of recovery. The last 
stage is development. As prosperity returns to the 
rest of the economy, occupancy is high, rents are 
rising, and absorption levels are high. Demand 
accelerates and the market needs new 
construction to meet the increased demand. 


Exhibit 3.3: Business and real estate cycles 
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Activity in other sectors of the economy drives 
real estate demand, which consequently tends to 
lag behind the upward movements in the general 
economy. However, real estate demand tends to 
exceed the heights of the peaks and the depths 
of the troughs of the general economic cycle. 
Recovery and prosperity are reflected in high 
occupancy levels, high rental rates, strong real 
estate sales, large amounts of money available to 
lend at acceptable interest rates, and large 
volumes of new construction. Conversely, during 
periods of economic recession and depression, 
vacancies increase, delinquencies in mortgage 
and rent payments rise, and real estate sales 
decline in numbers of sales and prices. New 
construction slows and the numbers of mortgage 
loans and their dollar values decline. 


Many of the factors that influence real estate 
cycles are inherent in the real estate market 
itself. Real estate is not always a mirror of the 
general economy. By its very nature, it is local, 
which has a greater impact on the local real 
estate market. However, conditions outside the 
immediate market area frequently generate real 
estate booms and busts. Globalization and 
institutionalization of investment capital had key 
roles in the U.S. real estate market in the late 
1980s and early 1990s. The impact on the real 
estate cycle of the prolonged period of low levels 
of inflation and high unemployment in the mid 
to late 1990s and early 2000s are significant. If 
unemployment stays high and inflation stays 
low, both inflationary expectations and the 
price/wage spiral start to slow. In particular, the 
extended period of low interest rates may have 
ameliorated the effect of higher unemployment 
to some extent. 


The consequences of the market were affected 
by the housing prices that peaked in early 2006, 
and then started to decline in 2006 and 2007— 
referred to as a “housing bubble,” which can 
occur in both the local and global real estate 
markets. It was reported in December of 2008 to 
be the largest price drop in real estate 
transaction history. In October of 2007, the U.S. 
Secretary of the Treasury called the bursting 
housing bubble “the most significant risk to our 
economy” because it had a direct impact on the 
value of homes and also on the nation’s 
mortgage markets, real estate, and home supply 


and retail outlets. 


Occupancy levels reflect the relationship 
between supply and demand at current rent 
levels. Changes in occupancy levels are of 
particular concern to real estate managers. 
However, the public sets the tone of the market. 
Occupancy levels that are extremely high 
indicate a probable space shortage and may 
justify higher rents. High vacancy, on the other 
hand, suggests a weak market in which renters 
are likely to resist rent increases. 


The rental price level reflects the strength of the 
current real estate situation. It moves up and 
down in response to changes in supply and 
demand. When demand exceeds supply, higher 
rental rates can be charged, and rent increases as 
renewal of leases or as automatic adjustments 
under escalation clauses are more readily 
accepted. Real estate managers must know the 
prevailing trends in rental rates in their area. 


Mortgage lending reflects the lender’s confidence 
in the safety and desirability of real estate as an 
investment. Lenders must believe the property is 
sound, that it will retain its value or increase in 
value over time, and—most important from their 
perspective—that it will generate sufficient 
income to ensure repayment of the loan. Real 
estate managers should keep abreast of current 
interest rates in their area because rising interest 
rates adversely affect mortgage lending. 


Building activity is a measure of the economic 


potential of vacant land. Large-scale 
construction can increase the supply of a specific 
use and depress the market for that type of 
space. When a surplus of space exists, 
construction slows, and that has wide-reaching 
effects beyond the real estate market itself. The 
construction industry provides thousands of jobs 
to the economy. It does this directly through 
employing individuals to build and oversee 
construction projects and indirectly through 
purchasing raw building materials, supplies, and 
services from vendors and suppliers. If building 
activity slows, it has a direct impact on those 
supported by it. If it occurs over a prolonged 
period of time, it can lead to large-scale job loss. 


Mortgage foreclosures reflect the inability of 
owners of real property to generate enough 
income from their properties to pay the debt on 
them. In general, foreclosures of income- 
producing real estate are an effect of economic 
recession or depression. Real estate loses earning 
power because of reductions in occupancy levels 
and rental rates lowering the cash flow of a 
property. During the Great Recession, close to 
four million homes went into foreclosure. 
However, the absence of foreclosures does not 
necessarily signify prosperity. The CARES Act 
allowed millions of borrowers with federally 
backed mortgages forbearance. This was done to 
stave off widespread foreclosures for those 
impacted by job loss and health-related issues 
associated with COVID-19. Forbearance 
agreements do not forgive a borrower’s debt 


obligations but allow them temporary relief from 
making mortgage payments during a time of 
crisis. The deferred payments are added on to 
the end of the mortgage period. Real estate 
managers must understand the conditions that 
lead to foreclosures and be aware of foreclosure 
activity in the local market. 


Consumer price index and rent 

The consumer price index (CPI) is the most commonly used measure of inflation. 
The U.S. Department of Labor calculates the current year's cost of a particular 
array of goods and services consumed by a typical family and reports it as a 
percentage of the cost of those same goods and services in a base year (also set by 
the Department of Labor). Among the goods and services “consumed” are food and 
beverages, housing, apparel, transportation, medical care, and entertainment. 


The CPI is computed and published monthly or bimonthly for most of the 
metropolitan statistical areas (MSAs) in the United States. As a measure of 
inflation, the CPI provides the basis for raising wages and for adjusting Social 
Security benefits, pension benefits, and income tax schedules. Real estate 
managers may use it as a guideline for rental rate increases, but this practice has 
lost favor, especially in commercial real estate where it was once common. 


Because existing long-term leases may still include references to the CPI, the 
following additional information is included here. Upward movement of the CPI 
favors the real estate manager whose leases include specific provisions for rent 
increases based on the CPI. The CPI provides a rationale (measure of inflation) 
and a rate (the percentage change) for the scheduled rent increases based ona 
reputable, nonbiased statistic provided by the government. 


Because the CPI measures inflation over time, annual rent increases based on the 
change in the CPI are usually realistic. A rent escalation clause based on the CPI 
enables the property owner to retain the current value of rent dollars. However, 
downward movement of the CPI for any length of time can reduce or cancel the 
benefit expected. Many leases that contain CPI language usually have a floor and 
ceiling (minimum/maximum) to moderate times of extreme swings in the CPI. 


Summary 


Because the real estate manager’s goal is to 
preserve and increase the value of a property 
through good management, it can best be done 
by trying to achieve the highest and best 
economic use for the property. An evaluation 
and understanding of economic trends are 
necessary for the accomplishment of this goal. 


Economics covers the activities of production, 
distribution, and consumption of manufactured 
goods and agricultural products. Real estate is a 
part of the economic picture because land is 
fundamental to economic activity. 


Value is attributed to the products of economic 
activity by agreement to exchange one kind of 
goods for another. The use of money facilitates 
exchange because it functions as a standard of 
value. It allows the measurement and 
comparison of the value of goods and services 
that otherwise cannot be readily measured or 
compared. Money is also a store of value 
through its purchasing power. 


The marketplace is subject to the laws of supply 
and demand. When supply is less than demand, 
prices tend to rise; when supply exceeds 
demand, prices tend to decline. Changes in the 
supply of money in relation to the volume of 
goods available for purchase affect the overall 
economy. More money than goods signals 
inflation; the opposite signals deflation. Because 
the federal government can control the supply of 
money, its actions can lead to inflation and 
deflation. 


In general, business activity is cyclical in nature. 
Prosperity is a period of economic growth, but 
economic growth cannot continue forever. 
Workers who have met their needs and wants 
tend to save their excess wages. When workers 
are saving and not spending their income, banks 
and other financial institutions have capital to 


lend to businesses for expansion. However, 
reduced consumer spending reduces business 
income, and financial institutions that lend 
freely for expansion become disinclined to lend 
money for operating capital. When the economy 
slows, prosperity is followed by a period of 
recession; supply exceeds demand, prices drop, 
and production decreases; profits fall off and 
businesses have less income to pay for operating 
expenses; wages decrease and unemployment 
increases; and borrowing slows and businesses 
fail. 


At its lowest point, the economy may enter a 
period of depression. However, the surviving 
businesses take stock of their situations. Their 
inventories are low, and they have to replace 
equipment. Orders for new merchandise and 
machinery create demand, which leads to 
increasing prices, and the economy begins to 
recover. Recovery soon becomes prosperity, 
which is a period of high demand in comparison 
to supply. This is apparent in high profits, high 
levels of borrowing, and increased production. 
Unemployment is low, wages are high, and 
prices for consumer products are high. 


Real estate is part of the overall economic 
picture primarily because of the relationship 
between land and economic activity. However, 
the real estate market is itself subject to the laws 
of supply and demand and is impacted by factors 
in the general economy of the nation and the 
world. The real estate market is also affected by 


governmental actions, both those related 
specifically to real estate and those that affect 
the economy at large. 


The real estate business is cyclical, and it follows 
a pattern similar to that of the business cycle. 
Changes in occupancy levels, rental rates, and 
mortgage financing are among the specific 
components of real estate cycles. Often, the 
cycles of real estate are reflections of the state of 
the general economy, although they tend to 
follow other trends and to be more extreme. 


Chapter 4: 
The logistics of real 
estate ownership 


There are many reasons to invest in real estate. 
These reasons will vary widely from one owner 
to the next, and ownership itself can take many 
forms depending on the individual or the entity 
involved. It’s important for real estate managers 
to thoroughly understand the goals and 
objectives of the ownership. To do so, it’s 
important to first know the process and reasons 
behind owning property, how the property was 
financed/acquired, what the owner hopes to 
accomplish, and the entity that will take 
ownership. The answer to these items affects 
how the income-producing real estate is 
managed. 


Means and reasons for investing 
in real estate 


Many people aspire to invest in real estate at 
some point in their lives—people may buy a 
home or condominium, but they might not 
consider it an investment. A new homeowner 
usually says, “I bought a house,” instead of, “I 
invested in real property.” But purchasing real 
property is always an investment—regardless of 


how the owner uses the property. 


Means of investing 


Investors purchase property in one of two ways: 
(1) they buy it outright as an all-cash purchase 
or (2) they finance part of the purchase price 
through a loan. Both purchases have specific 
advantages and disadvantages for the investor. 


All-cash purchase 

An all-cash buyer is able to keep all of the net 
operating income (NOI) from a property and 
yields greater cash flow. When a property is 
financed, the NOI is divided between the owner 
and the lender in the form of mortgage 
payments (debt service). Most investors, even if 
they have substantial amounts of cash available, 
do not generally pay cash for their real estate 
investments. This is because the benefits of 
leverage (use of borrowed funds) can produce a 
higher return with a smaller cash investment. 
Using leverage also increases the risk and can 
create a larger loss if things don’t go as planned. 


On the other hand, real property is considered 
an illiquid asset. The owner can only convert real 
estate into cash in two ways: (1) sell or (2) 
refinance the property. Neither is quick, and 
both require agreement on the property’s value. 
For example, selling property can sometimes 
take years, depending on the type of property 
and strength of the market. For a six-year period 
starting in 2008, the real estate market became 
especially challenging—nearly all forms of real 


estate assets suffered a huge loss in value, which 
made both selling and refinancing challenging. 


Financing 

Borrowing funds to purchase an income- 
producing property is often necessary or 
desirable. When a financial institution approves 
a loan, it drafts numerous instruments often 
referred to collectively as loan documents. The 
most significant of such documents are the 
mortgage and the promissory note. Among other 
things, the mortgage places a lien on the 
property in favor of the lender. The borrower 
pledges the property as collateral to secure the 
mortgage loan. In the event the borrower 
defaults on the loan, the lender has the right to 
foreclose the mortgage, sell the property, and 
apply the proceeds to the outstanding debt. 


The promissory note is the legally binding 
document that stipulates the 

loan conditions, including repayment terms, but 
borrowers and lenders alike commonly use the 
words mortgage and loan interchangeably. In 
place of a mortgage, some states use a deed of 
trust, which pledges the property 

as collateral—the buyer holds title to the 
property as a warranty deed, and the financial 
institution and the buyer execute a note as 
evidence of the debt. 


Mortgage conditions 

Mortgages for all real property loans contain 
four major conditions: (1) They require the 
repayment of the principal, or the amount 


borrowed; (2) they require the payment of 
interest on the principal; (3) they require a 
specific schedule of payments; and (4) they have 
covenants or conditions that the borrower must 
maintain, such as a certain ratio of income-to- 
debt payment for a required liquidity of the 
borrower. The debt service, or process of 
repayment, addresses three of these conditions. 
Borrowers usually pay debt service monthly, and 
the amount of the payment depends on the 
interest rate for the loan, the duration of the 
loan, and whether part of the payment is to pay 
back the principal. 


When the debtors’ payments gradually reduce 
the principal with each succeeding payment over 
the term of the loan to a final payment in which 
the balance is completely paid off, the loan is a 
fully amortized loan. When the loan is fully 
amortized, allocation of the payments between 
principal and interest are determined by a 
mathematical formula. In the early years of the 
loan term, the lender allocates most of the 
borrower’s monthly debt service payment to 
interest and applies only a small portion to pay 
down the principal. However, if the payment 
amount and interest rate remain the same, the 
portion the lender allocates to interest gradually 
decreases as the borrower pays the principal 
down over time, and the portion the lender 
allocates to principal slowly increases. The type 
of loan determines whether the lender uses the 
debt service payment to amortize the principal, 
and if so, how much it uses for that purpose. In 


real estate investment, the preferred loan is 
usually the one that has the lowest annual debt 
service because paying less debt service 
increases the property’s before-tax cash flow. 


In addition to monthly payments, most 
mortgages have start-up costs such as points, 
application fees, and other expenses such as 
third-party reports. A point is 1 percent of the 
total loan amount. If the borrower must pay two 
points to secure a $100,000 loan, the lender will 
receive $2,000 at the closing of the purchase, or 
the beginning of the loan. Because the 
acquisition of real estate involves more than the 
purchase price of the property, owners consider 
these additional costs as part of their initial 
investment base. Investors will add additional 
funds to the investment base if there are initial 
improvements required to make the newly 
purchased property operational or to enhance its 
ability to generate income, such as installation 
of new appliances to upgrade apartments for 
achieving higher rental rates. 


Mortgage types 

Lenders offer many types of mortgages. Some of 
the more common types are (1) fixed-rate, (2) 
variable-rate, (3) adjustable-rate, (4) balloon- 
payment, and (5) interest only (I/O) mortgages. 
The type of loan a borrower will use will be a 
function of the owner’s goals and of the market 
availability for mortgage funds. While a basic 
description of each type of loan follows, the 
actual loan put in place by a borrower must be 


analyzed for its ability to help achieve the 
owner’s goals. 


Fully amortized loan 

A fully amortized loan is characterized by periodic payments that include a 
portion applied to interest and a portion applied to principal. In the early years of 
the mortgage, a greater portion of the payment is applied to the interest. As the 
loan matures, a greater portion of the payment is applied to the principal, and the 
entire debt obligation is extinguished at the end of the loan term. 


Over the course of a fully amortized loan, the borrower builds equity in the 
property, and the lender gains additional cushioning against loss in the case of 
default of payment. There are two types of fully amortized loans: (1) fixed-rate 
and (2) adjustable-rate. 


An amortization schedule shows the periodic interest and principal components 
of each individual payment and the amount of the outstanding loan balance 
after each scheduled payment. An amortization schedule can be generated for 
monthly, annual, or any other schedule of periodic payments. 


Year (Months) Principal Interest Balance 

1(1-12) $43,630.46 $117,029.38 $1,276,369.54, 
2 (13-24) 47,723.31 112,936.53 1,228,646.23, 
3 (25-36) 52,200.05 108,459.79 1,176,446.18 
4 (37-48) 57,096.81 103,563.03 1,119,349.37 
5 (49-60) 62,452.88 98,206.96 1,056,896.48 


Annual Debt Service Payment = $160,659.84 each year 


1. Fixed-rate mortgage. In a fixed-rate 
mortgage, the interest rate is constant 
throughout the term of the loan. This 
type of loan was once the industry 
standard. The individual monthly 
payments on a loan with a long 
amortization period, such as thirty 
years, are generally lower than 
payments on the same loan with a 
shorter amortization, such as fifteen 
years. Lower payments can be 
beneficial, especially when the 
income from the property is low. 
However, a longer amortization 


period usually has a much higher 
cumulative cost because the portion 
of each debt service payment the 
lender applies to the principal is 
smaller, the borrower makes more 
payments over time, and the total 
amount of interest paid for the same 
financed amount increases. 


. Variable-rate mortgage. On the 
other hand, a variable-rate mortgage 
permits the lending institution to 
raise or lower the interest rate of the 
loan based on changes in a prescribed 
index, such as the average Treasury 
bill yield or the prime rate. Interest 
on most variable-rate mortgages is a 
few percentage points above the prime 
rate, which is the lowest interest rate 
available from banks for short-term 
loans to their most creditworthy 
customers. Another common index is 
the ten-year Treasury bill. The rates 
are generally lower than they are for 
fixed-rate mortgages of comparable 
dollar amounts. While having a lower 
rate during the initial term, investors 
need to be prepared to see the 
increase in the rate in time and be 
able to pay the higher amounts due. 


. Adjustable-rate mortgage. An 
adjustable-rate mortgage (ARM) is a 
type of variable-rate mortgage in 


which the interest rate is adjusted at 
fixed intervals—semiannually or 
annually—based on changes in the 
appropriate index. Variable-rate 
mortgages may have an upper limit, 
or cap, on the amount of change 
allowed in a year and over the term 
of the loan. It’s important to note that 
without such a cap, investors are 
subject to wide swings in their 
monthly payments based on how the 
market is faring at the particular time 
the loan is adjusted. If indexes are on 
the upswing, an ARM might be a 
great loan to secure. However, a 
downswing could occur and greatly 
limit cash flow. 


. Balloon mortgage. Lenders 
sometimes permit repayment of a 
loan based on an amortization period 
that is longer than the term of the 
loan. For example, the fixed debt 
service payment may be based on a 
twenty-five-year amortization, but the 
loan is actually due in ten years. The 
monthly payments allocate a small 
amount to the reduction of principal 
—the bulk of the payment goes to 
interest—and the borrower pays a 
very large balloon payment at the end 
of the term of the loan, that is, in ten 
years. The balloon amount pays off 
the remaining principal balance due. 


The benefit of this loan structure is 
that the monthly payment is smaller 
than the ten-year fully amortized loan 
at the same interest rate. The 
requirement of a balloon payment 
compounds the risk inherent in 
borrowing. If funds are not available 
for the balloon payment, the 
borrower must refinance—typically 
only possible if the property has 
appreciated in value—and the interest 
rate and monthly payments for the 
refinancing may be higher. If the 
borrower is unable to refinance, the 
property must be sold to cover the 
debt or risk foreclosure. 


5. Interest only mortgages. Some 
lenders provide an interest only 
mortgage for specific situations. For 
example, a construction loan typically 
is interest only through construction 
as it makes no sense to require 
principal repayment while at the 
same time the lender is advancing 
new funds as the property is built. 
Additionally, this feature can be used 
to increase cash flow for the first few 
years of a loan to allow for 
stabilization or a major renovation. 


While financing has many advantages, 
purchasers must understand that their equity in 
the property will be some amount less than 100 


percent of the asset’s value until the principal of 
the mortgage is fully amortized. To calculate 
one’s equity, simply find the current market 
value and subtract from it the current 
outstanding amount of the loan. This is 
commonly referenced as a loan-to-value 
calculation. For example, if a property is worth 
$100,000 and the mortgage is $75,000, then the 
equity is 25 percent and the loan to value is 75 
percent. 


Reasons for investment 


Prior to investing in real estate, one must 
understand whether liquid or illiquid assets are 
best suited for the investment needs. Generally, 
the earnings of liquid investments derive from 
just a few sources. Growth in the value of 
precious metals is based on demand, and 
investors often buy metals to preserve capital. 
The value of stocks can appreciate from both 
demand for the stock and increasing value 
(profitability) of the company. Stocks often pay 
a periodic dividend as well, while the only 
earnings from a savings account are periodic 
interest payments. Bonds purchased at less than 
face value have a fixed maturity date and accrue 
interest over the period they are held. While 
some bonds, such as municipal bonds, are tax- 
free, the income from others may be taxable 
when the bond matures, when the investor 
converts it to cash, or throughout the holding 
period as the interest accrues. Unlike real estate, 
investors have little to no control over their 


investment in these liquid assets. 


Even though real estate is an illiquid investment, 
the allure of owning property and the financial 
rewards of ownership make real estate one of 
the largest storehouses of wealth. What’s more, 
real estate provides comfort through physicality 
in that the assets are typically large and built out 
—serving greater functional purpose in a space 
than just an investment vehicle. There are 
benefits to owning income-producing real estate, 
including (1) safety (capital preservation), (2) 
periodic return (cash flow), (3) leverage 
(borrowing funds), (4) appreciation (hedge 
against inflation), and (5) tax shelter (income 
tax advantage). It is symbolized with the 
acronym SPLAT. A major consideration in real 
estate investment is financial return; it can also 
be a means of diversifying an extensive 
investment portfolio. 


Safety (capital preservation) 

Many people believe that investment in real 
property is a way to preserve capital. Property 
values tend to rise with the inflation rate if the 
property is in a good location and the economic 
environment of the area is healthy. Land and 
real property are similar to precious metals 
because they have an intrinsic value—they are 
inherently useful. The intrinsic value of a 
property should increase at least at the same rate 
as inflation. Investors interested primarily in the 
safety of their capital look for property with 
extremely low risk. Low risk may be indicated 


by the following qualities: 


¢ Prime location 
¢ Durable construction 


e Architectural style that will not 
become outdated 


e Excellent potential to increase in value 
over time 


e Established tenancy 


° Long-term leases containing pass- 
through clauses—provisions that allow 
property owners to pass to tenants 
increases in certain operating expenses 
and rent escalations 


e Sufficient income from property to pay 
expenses and debt service (if financed) 


e Intrinsic property value nearly equal to 
purchase price 


¢ Absence of encumbrances, such as 
mechanics’ liens or zoning restrictions 


Periodic return (cash flow) 

The relationship between purchase price and 
cash flow is a consideration for investors who 
seek regular, periodic income from their 
property. Before-tax cash flow refers to the 
amount remaining after subtracting operating 
expenses and debt service from gross receipts. In 
the same manner that the capital appreciation of 


the property is enhanced, the amount of periodic 
income derived from property operations can 
also be influenced. However, the amount of 
income a property can generate is subject to 
prevailing conditions in the market. The 
investor’s income is usually expressed in dollars 
(i.e., cash flow) or as a percentage rate of return. 


Leverage (borrowing funds) 

An investor may borrow money to purchase 
income-producing properties. This decision may 
be for a variety of reasons: (1) The investor may 
not have the funds to pay all cash, (2) the 
investor wants to diversify and distribute cash 
among a variety of investments and/or types of 
real estate investments, or (3) by borrowing 
money to purchase real estate the rate of return 
to the investor is improved as opposed to paying 
all cash. This is referred to as positive leverage. 


Appreciation (hedge against inflation) 
Appreciation is the increase in the value of an 
asset over time. In real estate investment, capital 
appreciation is realized when an owner sells a 
property for more than its original purchase 
price. Because it does not materialize until the 
owner sells or refinances the property, capital 
appreciation can be the ultimate goal of a long- 
term investment, although appreciation is also 
possible for a short-term holding. The equity 
generated by appreciation can also be used to 
diversify an investor’s real estate holdings. If 
there is sufficient equity, it can be drawn 
through a refinance of the property, thereby 


making cash available for other investments. It’s 
important to note that capital depreciation can 
also occur, cutting cash flow and decreasing 
equity for the short or long term. 


Real estate managers play an important role in 
the capital appreciation of the investment by 
positioning the property to meet its highest and 
best use, producing as much income as possible, 
controlling operating costs as much as possible 
and maintaining, preserving, and improving the 
structure itself. This has become even more 
challenging in recent years due to the changing 
dynamics in the economy, social changes, 
regulatory changes, and technology changes. 
Some investors have lost properties to 
foreclosure or bankruptcy. In turn, new owners 
or banks have sought out real estate managers 
with specific skills in turning around troubled 
properties to bring them back to the market. 


With regard to distressed assets or troubled 
properties, there are nine major factors that 
contribute to the decline of property value: 


. Neighborhood decline 
. Impact of unfavorable transportation 


. Controls and regulations 


1 
2 
3 
4. Wear and tear 
5. Supply and demand 
6 


. Lack of proper maintenance 


7. Pressure to sell 
8. Over leverage 


9. Poor management 


The community surrounding a property can 
change in many ways that can dramatically 
affect the property. Increased vacancy leads to 
reduced rents, which in turn means reduced 
maintenance, causing building deterioration, 
which then causes the surrounding area to slip 
into decline—initiating a domino effect that 
amplifies the general decline in value. The 
nearby construction of facilities such as prisons, 
sewage treatment plants, and airports also 
contributes to an adverse effect on the location 
and value of the property. Comparably, the 
construction of a major highway or intersection 
includes additional noise and inconveniences 
that drive residents and tenants away. If the 
property is not maintained, the value of the 
investment in real estate is reduced; this is 
referred to as economic obsolescence, which is the 
failure to generate enough income to offset 
operating expenses. 


With regard to market conditions, there are two 
main factors that can cause values to go down: 
(1) overbuilt properties and (2) stringent funds. 
With the multifamily sector, overbuilt implies 
that more apartment units are available to rent 
than there are residents to rent the units. Simple 
economic principles of supply and demand 
demonstrate that a surplus of supply will not 


promote rent growth. On the contrary, 
underbuilt markets will see demand and pricing 
increase. Having stringent funds applies to the 
unavailability of long-term financing options 
from lenders, which means there will be fewer 
qualified buyers for rental property. 


Despite particular challenges in a down 
economy, value can still increase for several 
reasons. If income increases and exceeds any 
increase in expenses, the property will be more 
desirable and can sell for a higher price. An 
improvement in the economy of the area, greater 
demand for property in the area, rehabilitation 
of the property, or a change in its use can drive 
value up as well. 


Tax shelter (income tax advantage) 

Federal and state governments in the United 
States and elsewhere commonly grant tax 
incentives for real estate investment. Incentives 
for property ownership help drive the U.S. 
economy. To increase the amount of housing 
stock available, federal and state governments 
allow passive tax deductions for mortgage 
interest, operating expenses, and depreciation 
(cost recovery) of income-producing properties. 
This encourages borrowing, which keeps money 
in circulation. The demand for loans encourages 
lending institutions to seek savings and 
investments, which in turn generates additional 
tax dollars. The deductibility of operating 
expenses provides an incentive for the owner to 
reinvest in the property and keep it well 


maintained. 


* Depreciation. Depreciation, also called 
cost recovery for income tax purposes, 
is particularly enticing because it is a 
noncash expense that the property 
owner can take as a deduction from 
income. The U.S. income tax laws 
permit an owner to assume that a 
building has a specific useful life in 
which it will produce income and to 
recover the cost of the building over a 
period of years. The depreciation 
period (or useful life) varies for 
different types of properties. In theory, 
if the depreciation period is thirty-nine 
years, the property owner can deduct 
1/39 of the purchase price of the 
property, excluding the land, each year 
for thirty-nine years. However, the 
calculation of income tax deductions 
for depreciation is more complicated. 
The tax law sets the periods of useful 
life for various classes of property. For 
real estate investments, the 
depreciation period depends on the 
type of property, such as residential or 
commercial, and its components. 


Basis of investment value—appreciation and depreciation 

The value of an owner's investment in real estate is equity. An all-cash purchase 
gives the owner 100 percent equity. If a real estate purchase is financed, the 
investor's initial equity is the amount of the cash down payment. When an 
owner has an amortizing loan and holds a property over time, the owner's equity 
increases as the principal of the loan decreases. If the owner then sells the 
property for more than the original purchase price, the increase in the market 
price is the result of an appreciation in value, and the amount of appreciation 
becomes part of the owner's equity. For example, if an owner pays $10,000 down 
on a $100,000 real estate purchase and finances the remaining $90,000, the 
owner's initial equity is $10,000. If the property sells for $120,000 five years later, 
the seller's equity at that time will be at least $30,000 ($10,000 initial equity 

plus $20,000 in appreciation plus whatever equity has accumulated through 
amortization). 


Investment, on the other hand, offers investors fundamental opportunities. 

For example, an owner/investor may purchase real estate to obtain a steady 
source of income over a specific time period. The cash flow will provide a rate of 
return that can be compared to other investments and is enhanced by the tax 
shelter effects of the real estate, such as depreciation. The strength of a rent roll 
or market will greatly impact the quality of the cash flow that the owner will 
receive. 


Consider a residential building and a commercial building (placed in service in 
1995) that were each bought for $1.3 million. The land is worth $300,000, which 
gives a recoverable basis of $1 million. For the residential building, straight- 
line cost recovery over 27.5 years means subtracting 1/27.5 of the recoverable 
basis each year. For the commercial building, straight-line cost recovery over 
thirty-nine years means subtracting 1/39 of the recoverable basis each year. The 
following calculates the adjusted basis of both buildings at the end of the sixth 
year of ownership. 


Residential Building | Commercial Building 


Original basis land $1,300,000 $1,300,000 
300,000 300,000 

= Depreciable basis = $1,000,000 = $1,000,000 

Depreciation 1st year $36,363.64 $25,641 
(1/27.5 x $1 million) (1/39 x $1 million) 

Depreciation 2nd year 36,363.63 25,641 

Depreciation 3rd year 36,363.64 25,641 

Depreciation 4th year 36,363.64. 25,641 

Depreciation 5th year 36,363.64. 25,641 

Depreciation 6th year 36,363.64. 25,641 

= Total depreciation = $218,182 = $153,846 

= Adjusted basis = $1,081,818 = $1,146,154 
(book value) (book value) 


* Capital improvements. The 
depreciation deduction also applies to 
capital improvements—investments in 
equipment or alterations that last for 
more than one year and increase the 


value, productivity, or useful life of the 
property. The number of years the 
government allows for depreciation of 
capital improvements varies, and the 
deduction may be larger during the 
early years of the depreciation period 
—accelerated cost recovery. The Internal 
Revenue Service (IRS) also 
distinguishes between a capital 
improvement and a repair that 
preserves the investment in a property 
but does not lengthen its useful life. 
For example, adding granite 
countertops to existing apartments is a 
capital improvement or added value— 
fixing a hot water heater is a repair, 
but replacing a hot water tank is a 
capital improvement. The cost of a 
repair is tax deductible as an operating 
expense for the year in which it is 
made. 


Tax advantages of ownership vary with changes 
in federal income tax laws. At times, the amount 
of interest, real estate tax, and depreciation 
claimed in a given year may result in a taxable 
loss, which is subject to passive loss limitations 
and other factors in an individual’s investment 
portfolio. In other words, the investor may be 
able to take the tax losses if they meet certain 
qualifications. There are situations when there 
aren’t any tax advantages to owning real estate. 


Other 


Most investors hire real estate managers for 
long-term investments, looking to achieve one or 
more of the goals listed above; however, there 
are other reasons for owning real estate. 


° Pride of ownership. In addition to the 
financial reasons to own income- 
producing property, investors 
sometimes own real property because 
of an inherent pride of possession. Real 
estate is more tangible than stock 
certificates or other assets. Property 
ownership can be a symbol of financial 
security, wealth, or power. Certain 
aspects of a property make the owner a 
contributor to the community—that 
alone can give an owner satisfaction. 
In addition, owners sometimes live on 
the premises, have an office there, or 
even operate a retail business in the 
income-producing property they own— 
an owner’s relationship to the property 
can have more dimensions than just 
being a source of income. Sometimes 
the simple pride that owners exhibit in 
their properties is likely to increase net 
income. Especially when the owner 
gives more attention to maintenance 
and repairs, the property has more 
potential to attract residents or tenants 
and higher rents. Deductibility of 
maintenance and improvement costs 
offers tax incentives, and dedicated 


care makes capital preservation and 
capital appreciation more likely 
outcomes. 


° Speculation. An investor may have a 
shorter term of ownership as an 
objective that carries a higher risk and, 
therefore, greater expectations of a 
higher rate of return. This speculative 
buy may be to purchase a building, 
rehabilitate the building, re-lease it to 
full occupancy, and sell. 


Principal forms of income- 
property ownership 


Investors can own an interest in property in 
many ways, and each form of ownership 
provides the investor with different capabilities 
and limitations in making a profit from the 
property (Exhibit 4.1). No particular form is 
necessarily ideal—each has certain advantages 
and disadvantages. Depending on the property 
and the goals of the investors, one form can be 
more beneficial than others. Income-property 
ownership takes five common forms: (1) sole 
proprietorship, (2) partnerships, (3) 
corporations, (4) real estate investment trusts 
(REITs), and (5) joint ventures. 


*Tax losses cannot exceed cash distributions. 


Sole proprietorship 


The simplest among ownership forms is a sole 
proprietorship, which has total control and 
unlimited liability. Sole proprietors benefit 
directly from the profits that the property 
produces. They are also directly liable for all 
financial losses and may be able to take 
deductions for such losses on their personal 
income tax. However, deductibility rules vary— 
passive loss limitations apply. Due to this 
variability, the property manager, along with the 
owner, should scrutinize tax provisions and seek 
the guidance of legal or tax advisors regarding 
the deductibility of losses. 


Partnerships 


A very common association of individual 
investors is a partnership, which is an 
arrangement that allows each partner to 
participate in the profits and losses of their 
mutual investment. A partnership distributes all 
profits and losses to the partners based on the 
amount of their investments or as stated in their 
partnership agreement. Although it must report 
annual information on income, gains, and losses, 
the partnership itself pays no income tax. The 
income (or loss) of the partnership affects the 
tax reporting of the individual partners based on 


their shares in the investment. 


A partnership or other form of multiple 
ownership may be certified as a legitimate 
business entity. Depending on state law, a 
partnership may sue or be sued in the names of 
the partners or in the firm name. The ownership 
form does not insulate individual investors from 
liability. If a partnership is sued and found 
liable, the general partners would be liable 
individually and collectively for damages—joint 
and several liability. 


Partnerships usually take one of two forms: (1) 
general partnership or (2) limited partnership. 
The following sections also discuss two special 
types of partnerships: (1) syndicates and (2) 
limited liability companies. 


General partnership 

A general partnership involves two or more 
investors who agree to be associated for business 
purposes. Title to property is held in the name of 
the partnership. All partners share in the rights, 
duties, obligations, and financial rewards to the 
extent of their own participation—or in 
accordance with the partnership agreement. 
However, the partners’ personal liability for the 
debts of the partnership is unlimited. Any 
general partner can commit the other partners to 
a financial obligation without their consent or 
knowledge—provided the partner makes the 
contract for the service or material on behalf of 
the partnership and not on behalf of the 
individual. A small number of investors who 


know each other well and are reasonably certain 
they can work together cooperatively sometimes 
enter into a general partnership. Because general 
partners are personally and fully liable for the 
property, they can lose personal assets along 
with their investment in the partnership if the 
property faces bankruptcy or a lawsuit. 


Depending on state laws and the partnership 
agreement, a general partnership may dissolve if 
one partner chooses to remove their interest. 
Even if dissolution is not mandatory, it may be 
unavoidable because selling a partial interest in 
an established partnership is difficult. 


Successfully managing a property for a general 
partnership can be difficult if all the partners do 
not agree on an issue, and if they do not have a 
general partnership agreement that defines a 
decision process. Even among the most 
cooperative partners, occasional differences of 
opinion are inevitable. Although the partners 
may agree that they must take a vote on certain 
actions and that those who own the majority of 
the investment must agree to enact a change, 
one dissenting general partner among five may 
have equal authority over the property. 


The real estate manager is usually in a good 
position to reconcile any differing points of 
view, but that consumes time that could be spent 
more productively. If the real estate manager 
reports to more than one person, then multiple 
reports need to be distributed, which also uses 
more time and resources. To avoid financial 


harm to the property because of, or during, a 
dispute, the partners can name one of their 
members as a managing partner with whom the 
real estate manager will work exclusively. Such 
action centralizes the management control and 
places the obligation for settling differences 
where it belongs—among the partners. 


Limited partnership 

A more popular form of partnership is the limited 
partnership (LP), which consists of one or more 
general partners who supervise the investment, 
plus a number of limited partners who 
participate in the arrangement—only to the 
extent of their financial investment. As in a 
general partnership, the liability of the general 
partners is unlimited. The limited partners 
assume no liability beyond their capital 
investment. It’s important to note that a 
partnership can organize as a limited liability 
limited partnership (LLLP), which limits the 
liability of the general partners. 


Individual investment in a limited partnership 
does not necessarily require a large amount of 
capital, so this type of partnership is attractive 
to an investor with limited resources who wants 
to participate in a large venture. As in a general 
partnership, the tax benefits and obligations pass 
through to the individual partners based on the 
provisions in the partnership agreement. 


Limited partners have no say in management 
policies, and they may consider that a 
disadvantage. The decisions made by the general 


partners in a limited partnership affect more 
than their personal investments—the potential 
exists for all of the partners to lose their 
investments. If the property requires additional 
funds because of adverse economic conditions, 
the general partners are obligated to invest 
additional capital, but the limited partners are 
not. Limited partners may make additional 
contributions to protect their original investment 
—but they typically do not do so. 


The challenges to management of a limited 
partnership are about the same as those of a 
general partnership. However, if some limited 
partners become frustrated with the general 
partners’ decisions, they may try to appeal 
directly to the real estate manager. If a limited 
partner is permitted to have direct influence on 
the management of the property, the IRS can 
reclassify the partnership as an association that 
is taxable as a corporation. The IRS could also 
reclassify the limited partner as a general 
partner, and that person would lose the liability 
protection extended to limited partners. 


The real estate manager might be obligated to 
report to all investors in a limited partnership, 
but such reporting is potentially expensive. To 
avoid this reporting requirement, a property 
manager may include in the management 
agreement a clause that clearly explains the 
form, frequency, and recipients of reports. To 
minimize or discourage conferences between the 
real estate manager and anyone other than the 


general partners, the agreement should also state 
an hourly fee for discussion with limited 
partners, their attorneys, accountants, heirs, 
executors, or anyone else. In turn, the 
partnership agreement should provide that the 
individual who requires special services must 
pay the charges for them. This will be covered in 
more detail later in this book. 


Syndicate 

A real estate syndicate is a special type of 
partnership formed by any combination of 
owners who purchase an interest in a property 
together. The investor may be an individual, a 
general or limited partnership, a joint venture, 
an unincorporated association, a corporation, or 
a group of corporations. Syndication is a way to 
pool both capital and experience for a property’s 
success. Another advantage of syndication is that 
people of differing backgrounds can make a 
formal agreement to accomplish one specific 
goal. The flexibility of investment is another 
advantage—the purpose of a syndicate can be to 
purchase a particular property or to rely on the 
experience of a syndicator to acquire property 
that appears promising. If more funds are 
necessary, the syndicate can sell additional 
partnership interests. 


Limited liability company 

A limited liability company (LLC) is another form 
of ownership that allows multiple owners to 
invest in real estate. Its owners are called 
members, and the managing entity may be a 


participating investor (manager member) or a 
nonparticipant appointed by the members. An 
LLC is created by state statute, and most states 
have adopted such laws—although the rules and 
fiduciary responsibilities vary. For federal 
income tax purposes, the IRS classifies an LLC as 
a partnership. Unlike the general partners in a 
partnership, however, all LLC members enjoy 
limited liability—no one member may be held 
liable for debts or other obligations of the 
company. In addition, LLCs have lesser tax 
reporting requirements than do C or S 
corporations described below. Profits can also be 
allocated by any formula the members agree on, 
as opposed to a percentage of ownership. 


Corporations 


The difference between a corporation and any 
other association of investors in the United 
States is its recognition by federal and state 
governments. A corporation is chartered by a 
state, and it is considered to have a legal life of 
its own. It is an independent legal entity—it can 
sue and be sued. If a corporation goes bankrupt 
or loses a lawsuit, the liability of the corporate 
owners, or the stockholders, is limited to the 
amount of their investment. As an independent 
legal body, a corporation must pay local, state, 
and federal income taxes—it cannot transfer its 
tax deductions to its shareholders. Depending on 
the structure of the corporation, corporate 
profits may be subject to double taxation—at the 
corporate level and again at the individual 


shareholder level when dividend distributions 
are made. Income tax law in the United States 
recognizes two types of corporations for tax 
purposes: (1) C corporations and (2) S 
corporations. 


C corporations 

The government legally defines most 
corporations as C corporations. These entities pay 
income tax and have no restrictions on the 
number of shareholders they have or the types of 
stock they issue. The obligation of a C 
corporation to pay income tax is the main 
limitation on its ownership of real estate as a 
primary business endeavor. Even so, the 
attraction of limited liability for all participants 
(directors as well as shareholders) is a positive 
feature for some real estate investors. 


S corporations 

Unlike a C corporation, an S corporation 
combines the ownership features of a 
corporation with those of a partnership. It does 
not pay federal income tax, so it does not incur 
double taxation—profits (and losses) pass 
directly to the shareholders. Because the 
investors are shareholders and not partners, 
their individual liability is limited to the value of 
the stock they own. Stock ownership inherently 
provides the election of a board of directors, a 
factor that ensures centralized management. In 
addition, ownership of the investment is more 
easily transferred through stock shares than it is 
in a limited or general partnership. 


The eligibility requirements for classification as 
an S corporation are strict. To be eligible, the 
corporation must have no more than seventy- 
five shareholders, and it can offer only one class 
of stock. All shareholders must be individuals or 
estates; other corporations or business ventures 
cannot hold stock in an S corporation. 
Classification as an S corporation is by choice— 
otherwise, a corporation is classified as a C 
corporation. Some states may not recognize S 
corporation status and may impose state 
corporate taxes in spite of the designation. 


Working for a corporation may involve more 
administrative procedures than working for a 
sole proprietor or a partnership because the 
corporation must report to the government, its 
directors, and its shareholders. The board of 
directors may be the authority for management 
decisions, although the contact may be someone 
other than a board member whose primary 
responsibility is unrelated to real estate. 
Decisions involving the property may require 
formal documentation and board approval. 
Budgets and financial statements for the 
property may have to conform to the accounting 
standards of the corporation—even though such 
standards may not be suited to real estate 
management. The corporation may require one 
budget for the calendar year and another for the 
fiscal year if the two are different, and it may 
require both cash-basis and accrual-basis 
accounting. Duties may include annual audits 
and filings with the U.S. Securities and Exchange 


Commission (SEC). Because working with a 
corporation can create the potential for 
uncomfortable compromises between 
confidentiality and mandatory public disclosure, 
all information must be maintained in the 
strictest confidence—only the corporation 
should release its information. 


Corporations as real estate owners 

While a group of investors may form a corporation specifically to purchase and 
operate one or more income-producing properties, corporations created for 
purposes other than real estate investment also become real estate owners. 


Such a corporation may own the building in which it conducts its business 

and derive additional income from the property by leasing any excess space. 

For example, one of the major department stores that anchors a shopping mall 
may own all or part of the mall. A manufacturing company may develop land 
around its factory into an industrial park. A bank, advertising firm, or other 
service company may build or purchase a premier office building for its business 
operations and rent out the space it does not use. 


This type of rental income is generally secondary to the income generated 

by the main business operation of the corporation, such as retail sales and 
manufacturing. A real estate manager for corporate-owned real estate will have 
broad responsibilities that include acquisition and disposition in addition to real 
estate management specifics, such as property maintenance, record keeping, and 
reporting. 


Real estate investment trusts 


Another vehicle that permits small investors to 
engage in large real estate ventures is a real 
estate investment trust (REIT), which is a 
specialized trust fund that invests exclusively in 
real estate. Dealing with a REIT can take one of 
three paths: (1) direct investment, (2) 
investment through mortgage lending, or (3) 
both. A REIT issues shares of beneficial interest 
that can be traded publicly, and its passive losses 
cannot exceed the cash distributions to the trust 
beneficiaries. For a REIT to avoid double 
taxation, it must distribute at least 90 percent of 


its taxable income to the shareholders—if a REIT 
has any retained income, corporate taxation 
rules may apply—and it must meet several 
requirements to ensure that most of its income is 
derived from real estate. Investors in a REIT are 
liable only to the extent of their investment. 


Because REITs operate through shares, they offer 
greater security than limited partnerships 
because they diversify their assets among 
properties in several locations—provided the 
trust is astutely managed and the REIT is 
significantly large. If shares of the REIT are 
publicly traded, the beneficiaries have two 
distinct advantages: (1) they profit from real 
estate investment and (2) their funds remain 
liquid. However, REITs must distribute most of 
their earnings, and adequate reserves may not be 
available for capital improvements to or 
additional investments in a property owned by a 
REIT. Likewise, a REIT has few options for 
preserving its capital. If the real estate market 
becomes unfavorable, most owners of real 
property can liquidate their assets, possibly 
taking a one-time loss, and invest the remaining 
capital in something else. A REIT, by definition, 
must keep its money in real estate. 


Joint ventures 

Investors can use any combination of ownership 
forms to establish a joint venture—the purpose is 
to share the risks and the rewards jointly by 
contributing the appropriate knowledge, skill, or 
asset. The advantages, disadvantages, and tax 


obligations depend on the type of business entity 
selected for the joint venture. Some of the most 
common joint venture relationships are between 
a developer and an institutional investor—or a 
lender who undertakes a new project. The lender 
invests capital, land, or both, and the developer 
contributes knowledge to make the project 
succeed. Foreign capital is often invested in real 
property in the United States via joint ventures. 
In that case, a domestic entity nurtures the 
development and the foreign investor provides 
the capital. 


The challenges of managing real estate owned 
by a joint venture depend on the type of 
business entity the joint venture chooses. 


Summary 


Investors can purchase real estate with cash or a 
combination of cash and financing. Mortgage 
loans commonly have a fixed maturity and 
interest rate, but some mortgages have flexible 
terms that take advantage of market 
fluctuations. The terms of the loan can have a 
profound impact on the property’s success based 
on changes in the property’s income, the overall 
economy, and the owner’s expectations from the 
investment. The reasons for owning real estate 
include safety, periodic return, leverage, 
appreciation, tax shelter, and pride of 
ownership. Any of these reasons alone may be 
sufficient for an investor to purchase a property. 
However, the investor usually considers a 
combination of these factors before making a 


purchase. 


A comparison of investment options reveals that 
real estate is highly illiquid when compared to 
stocks, bonds, and other investment vehicles that 
an investor can convert to cash relatively quickly 
and easily. However, the various forms of real 
estate ownership and the many advantages of 
that ownership sustain real estate’s popularity as 
an investment. 


The principal forms of property ownership are 
sole proprietorships, partnerships (including 
limited liability companies), corporations, REITs, 
and joint ventures. Each ownership form has 
advantages and disadvantages, and no single 
form is necessarily ideal. Each has different 
effects on income from the property, payment to 
the investor, tax obligations, and the 
relationship between the owner and the 
manager. Understanding the subtleties of the 
owner’s reasons for investing in a property and 
knowing the form of ownership give the real 
estate manager the basis for determining how to 
manage the property and how to improve its 
productivity. 


Chapter 5: 

The management 
agreement and 
management plan 


Regardless of the property type, and whether 
working with a private owner or public agency, 
there are no two documents more important 
than the management agreement and the 
management plan. Together, these two 
documents help establish a strong foundation for 
the investment relationship and help protect the 
real estate manager by outlining the owner’s 
goals and overall strategy. Essentially, the 
property owner’s goals become the same goals 
for the real estate manager. These goals, which 
must be shared and be achievable, are the basis 
of the management agreement and the 
management plan. 


Establishing the management direction 
Two major real estate management documents are prepared before a property is 
managed: 


1. Management agreement. A formal contract that defines and explains the duties 
and responsibilities of the owner and the real estate manager and establishes 
the business relationship, along with the real estate manager's compensation. 

2. Management plan. A logical, deductive, intensive analysis of all factors related 
to the property, such as its location, physical condition, financial status, com- 
petitive position, and highest and best use. 


The management agreement 


In most cases, owners hire real estate managers 
because they need professionals who possess the 
knowledge, skills, and patience to do the job. 
Oftentimes, residents and tenants do not know 
who owns the property and sometimes confuse 
the real estate manager for the owner. This is a 
common conclusion—from the legal aspect, real 
estate managers establish the leases, set rents, 
and safeguard the property. The manager is 
legally an agent of the owner. While operating 
the property on the owner’s behalf, the real 
estate manager is representing not only the 
owner to residents and tenants and others who 
have business with the property but also the real 
estate management company associated with the 
property. When representing a company, there 
are expectations that should be consistent with 
the company’s brand identity. To respect and 
formalize the relationship between the owner 
and real estate manager, there must be a variety 
of agreed-upon terms and responsibilities. 


A management agreement is a formal and 
binding contract that establishes the real estate 
manager’s legal authority over the operation of 
the property. The real estate manager is an agent 
of the owner and serves as the owner’s fiduciary 
or trustee of the funds and assets associated with 
the property.1 


The management agreement is a legal contract 
that should be prepared in consultation with a 
lawyer. The agreement establishes the 
relationship between the real estate manager 


and property owner for a fixed period, along 
with addressing the financial obligations of the 
owner. It also defines the real estate manager’s 
authority and compensation for services 
provided by specifying what those limits are. 
The following lists the specific contents of a 
management agreement: 


° Full name and identification (alongside 
the owner’s) 

° Description of the owner’s property 

° Term (duration) of the agreement 


* The real estate manager’s overall 
responsibilities 


e Financial management 
e Reports to ownership 


e Owner’s obligations to the real estate 
manager and the property 


° Insurance 


* Compensation for property 
management services 


* Operating and reserve funds 

e Liability 
A solid management agreement also includes 
provisions for termination of the arrangement 


under specific conditions, as well as numerous 
clauses related to general legalities. 


Basic components of an agreement 


Fundamental to every contract are (1) the 
persons or entities entering into it, (2) the 
purpose of the agreement, (3) the duration of 
the agreement, and (4) adequate compensation. 
In a management agreement, these elements are 
(1) the parties, (2) identification of and 
management of the property, (3) the term 
(beginning and ending dates, extension, and 
termination), and (4) amount to be paid to the 
management company. 


The parties to a management agreement—the 
property owner and the management company 
or an independent real estate manager—must 
establish their authority to negotiate and sign 
this agreement. In particular, individuals who 
represent a partnership or a corporation must 
have specific authorization to sign contracts. 


Management of the property 

Although the street address may uniquely 
identify the property, including the legal 
description of the property according to its title, 
documentation may be appropriate. If the 
property has a special name, the agreement 
usually lists that name as well. State laws will 
dictate how this special name is registered, such 
as “doing business as” or fictitious name 
certificate. 


The purpose of the agreement is to manage the 
assets, both real estate and short-term assets, 
according to owner goals. This agreement will 


also outline the requirements of both the 
manager and the owner. 


The term of the agreement refers to the duration 
—usually stated as a specific number of years 
that include the beginning and ending dates. 
Provisions for automatic renewal on an annual 
basis when the initial term expires are also 
included, provided it is not otherwise officially 
terminated. The duration of the agreement and 
its renewability are negotiable, as are all of the 
other terms and conditions. 


Adequate consideration is something of value 
that is exchanged in return for the promise of 
performance. In this case, the management 
company provides services required in the 
contract in exchange for a fee. This fee is 
normally a percentage of revenue collected. 


Working as the owner’s agent 

As areal estate manager (agent) acting on behalf of the owner (principal), the 
words and actions of the manager are binding on the owner. In the role of agent, a 
standard of care must be exercised in managing money and the property for the 
owner (fiduciary capacity). Being a fiduciary creates certain legal obligations, such 
as being loyal to the interests of the client by not engaging in activities contrary 
to that loyalty. This means paying scrupulous attention to handling the owner's 
funds and not accepting any fee, commission, discount, gift, or other benefit that 
has not been disclosed to and approved by the owner-client. 


When achieving the Institute of Real Estate Management (IREM°) Certified 
Property Manager (CPM°) designation, the real estate manager is subscribing 

to a specific code of ethics. In addition to the fiduciary obligation noted here, the 
IREM Code of Professional Ethics requires real estate managers to hold proprietary 
information in confidence, to maintain accurate financial and business records 
for the managed property, and to protect the owner's funds. This code of 

ethics also outlines the duties to the manager's employer, to former clients and 
employers, and to tenants and others. It sets forth requirements for contracting 
management and managing the client's property and addresses relationships 
with other members of the profession and compliance with laws and regulations. 
Ethical practices are an important part of professionalism in real estate 
management and are usually a licensing requirement in most states. 


Responsibilities of the real estate 
manager 

Financial management, reporting, and general 
property management activities are among the 
normal duties of a typical real estate manager. 
Much of this work is interrelated—reporting and 
record keeping are natural functions of both 
financial management and general property 
management. The management agreement 
formalizes the job, often providing specific 
software requirements, procedures to follow, and 
sometimes stating intervals of time (daily, 
monthly, or annually) for the performance of 
various duties. 


Financial management 

Within the management agreement are specific 
details regarding the financial arrangements 
between the property owner and real estate 
manager. The following lists the details of these 
financial agreements and the components that 
may be managed by the real estate manager: 


¢ Treatment of bank accounts 


e Owner’s and real estate manager’s 
funds 


e Security deposits 
+ Income 
° Expenses 


° Lending 


e Audits 
+ Annual budgets and pro formas 
e Capital improvement requirements 


e Monitoring escrow and reserve funds 


Establishment of bank accounts 
Establishment of the client’s operating account is 
an important provision of the management 
agreement.2 The management company usually 
chooses the financial institution and establishes 
the account—although the owner may 
participate in the decision. Receipts and 
expenditures flow through the client’s operating 
account. Apart from the necessity of having 
adequate funds to pay the operating expenses of 
the property, the bank or the management 
agreement may require a minimum balance that 
remains in the account at the end of every 
month or accounting period. Note that owner 
draws come from this account. If an owner 
desires signature power over this account in 
addition to the manager, there would have to be 
a clause in the management agreement or with 
the bank that the owner would never write 
checks out of the account or, if so, when it 
would be allowed. As funds are transferred 
electronically, the owner can receive reconciled 
bank statements. 


The agreement to maintain more than one bank 
account is also discussed when creating the 
management agreement. Security deposits and 


reserve funds are often separate from operating 
funds for residential properties, but not normally 
for commercial properties. In fact, security 
deposits for commercial properties are recorded 
on the tenant’s ledger, but they are disbursed to 
the client as owner proceeds upon receipt. The 
security deposits are represented on the books as 
a liability and the management reports state that 
“any security deposits received within the month 
are included in the owner proceeds 
distribution.” State requirements for the 
handling of resident security deposits vary 
widely, from the requirement to pay interest on 
said funds to the handling of the deposit once 
received by the manager. It’s important to 
consult with the state’s real estate department or 
bureau in order to comply with any licensing 
laws. Some state laws and all U.S. Department of 
Housing and Urban Development (HUD)-insured 
mortgages require that security deposit funds be 
held in a separate account. 


Regardless of the number of accounts necessary 
to maintain the property’s funds, the 
management agreement usually mandates that 
deposits be in federally insured accounts. Real 
estate managers are obligated to inform the 
owner if the balance in any account for the 
property exceeds the federally insured amount. 


Separation of funds 

The management agreement should clearly state 
that the owner’s and real estate manager’s funds 
should not be mixed or comingled—this is not 


just a legal requirement, it’s actually a matter of 
professional ethics, good business practice, and a 
requirement in the IREM Code of Professional 
Ethics. All funds earned by the property— 
directly or indirectly—belong to the owner. Real 
estate managers are entitled to compensation 
from the property’s income and have the 
authority to pay themselves, but they must fully 
disclose all financial transactions to the property 
owner(s). Note that in some states, failure to 
withdraw management fees could be considered 
comingling. 


Collection of income 

The management agreement authorizes the real 
estate manager to collect rent and any other 
income for the property. Some real estate 
managers retain fees collected from commercial 
tenants for special services as compensation. 
Others receive separate compensation on the 
fees collected, while some may not benefit at all. 
Unless state law prohibits it, the management 
agreement should specifically state the 
compensation for such collections and the 
arrangement—which is negotiated between the 
manager and the owner. 


Payment of expenses 

Payment of expenses is another portion of the 
real estate manager’s duties. In addition to 
normal operating expenses, debt service and 
capital improvements must also be paid. The 
remainder after all income has been collected 
and expenses have been paid—that is, cash flow 


—is sent to the owner on a schedule established 
in the management agreement. If the property 
has more than one owner, the management 
agreement should state the proportionate 
distribution of the funds. Part of this cash flow 
may be retained in a reserve fund to pay for 
future major improvements. 


Provision for audits 

The owner usually has the right to audit the 
accounts of the property at any time—although 
a routine schedule is agreed upon for this 
procedure and clearly stated in the contract. 
Audits are also at the owner’s expense unless 
discrepancies in excess of a predetermined 
percentage are found. The real estate manager 
might be financially responsible for the audit if a 
discrepancy greater than the limit has resulted. 
The management agreement should state that all 
ledgers, receipts, and other records pertaining to 
the property belong to the owner even though 
they are usually in the possession of the 
manager.3 When the agreement ends, the real 
estate manager must send the records to the 
owner, while maintaining copies (or the 
originals) as required by state law. 


Reports to the owner 

Real estate managers authorize owner(s) access 
to monthly management reports that often 
consists of the following parts: 


¢ Balance sheet 


* Operating statement 


° Budget vs. actual operations 


e Narrative report of operations 


The narrative of operations, which reveals budget 
variances and their causes, is one of the best 
ways to effectively communicate with the 
owner. The real estate manager typically 
prepares the annual budget for operating the 
property—the agreement usually states how and 
when that is to be done. 


The number of reports and their formats are 
definitely negotiable items. Institutional owners 
usually require the reports to conform to the 
institution’s forms, or they may require the use 
of specific software, which can involve 
additional time and expense. Because this can 
sometimes become an issue, the management fee 
and requirements for preparing the reports 
should be discussed and negotiated in the 
agreement. 


General property management 

Real estate managers provide a service and are 
either (1) self-employed or (2) an employee of a 
management company. That means they are not 
an employee of the owner—the management 
agreement should clearly state this fact. The 
following lists the general activities that should 
be described in the management agreement that 
details the manager’s authority in managing the 


property: 


+ Promoting and advertising the 


property 
+ Executing leases 
e Hiring and supervising staff 
+ Administering the payroll 
* Overseeing expenses 
e Performing risk management 


+ Performing budget preparation and 
compliance 


* Monitoring property taxes 


Advertising the property. Because all 
advertising is at the owner’s expense, these 
objectives should be established and stated in 
the management agreement. The advertising and 
marketing direction is normally at the discretion 
of the manager. Leasing may be a separate 
agreement or even a different company than 
management. 


Executing leases. Regardless of a particular 
leasing role, it’s important to understand the 
particulars of each lease because the real estate 
manager will ultimately administer its terms, 
collect the rents, and provide services to the 
resident or the commercial tenant. Because of 
their depth of experience, most real estate 
managers usually advise the property owners if 
certain lease clauses work to their disadvantage; 
they can offer suggestions regarding the 
language or clauses to protect the owner’s 


interest and property. (More information about 
leases can be found in Chapter 9.) 


For residential properties, executing leases 
usually includes authorization to select 
residents, set rents, and enforce lease terms—in 
which case the owner and real estate manager 
should agree in advance on the lease form. In 
addition, state law may require the real estate 
broker, or principal broker, to sign or review 
rental agreements within a short time after 
execution. Multifamily leases have nearly all 
provisions in common. While they will specify 
the unit address, amount of rent, names of 
occupants, term, and whether pets are agreed 
upon, nearly all other provisions are the same. 


Commercial leases, on the other hand, can vary 
widely within a single building. When dealing 
with commercial properties, lease renewals or 
new leases are normally negotiated, but the real 
estate manager will not typically execute them. 
For larger commercial properties, the manager 
might serve as the leasing agent and receive 
compensation for the leasing specified in the 
management agreement. However, a separate 
leasing agent may also be hired through a listing 
agreement to handle most of the leasing. 


Keep in mind that the complexity of the leases, 
rents for commercial space, and number of 
vacancies or renewals may dictate the manager’s 
role. Leasing agents may be employees of a 
property, but because of their specialized role, 
they often have separate contracts and receive 


commissions based on the value of the 
negotiated leases. For a new property, the real 
estate manager may supervise the initial lease- 
up and then be directly responsible for renewing 
leases as they expire. Some commercial 
properties use a broker to lease under a separate 
contract. 


Hiring staff and administering payroll. 
Although the owner reimburses all costs of the 
property’s staff, it’s the responsibility of the real 
estate manager to hire and supervise them, 
along with administering payroll. Multiple 
properties may be managed for separate owners. 
Because many owners cannot afford to pay 
benefits (and depending on the management 
agreement), the management company 
sometimes pays benefits, charges them to the 
owner through a proration or cost per person, or 
charges an additional management fee to cover 
the cost of benefits. The property staff usually 
includes maintenance personnel, site managers, 
and anyone else who works full- or part-time on 
the property. The owner pays the expenses of 
employment, including salaries, benefits, 
employment taxes (Social Security, Medicare, 
and unemployment), and workers’ compensation 
insurance premiums; these expenses are paid out 
of the property’s operating funds. 


Overseeing expenses. The real estate manager 
has the authority to perform all necessary and 
ordinary repairs and replacements to preserve 
the property by making alterations required to 


comply with lease agreements, governmental 
regulations, and insurance requirements. Apart 
from specific budgeted expenditures, the 
management agreement usually states a 
maximum dollar amount that can be spent on 
individual expense items without obtaining prior 
approval from the owner, except in the event of 
an emergency. The management agreement may 
include a provision that requires the real estate 
manager be bonded or insured, which usually 
states the amount of liability involved. 


Performing risk management. To manage risk, 
the insurance policy and costs are evaluated. 
The agreement should detail whether the owner 
or manager is responsible for acquiring the 
policy. The real estate manager controls or 
reduces risk to acceptable levels. Proper 
precautions reduce liability and further damage. 
Inspections are conducted periodically to 
monitor safety, environmental, and emergency 
exposures. Disaster plans are prepared for 
various emergencies and/or weather conditions, 
depending on the potential for that part of the 
country and building construction. 


Performing budget preparation and 
compliance. Budgets are prepared to manage 
and control operations. An annual budget is 
prepared to project income and expenses over 
the fiscal period for the property, and the real 
estate manager will normally prepare a variance 
report monthly to explain why a budget was not 
met. 


Additional budgets are prepared for long-term 
investment goals as well as planning for major 
expenses and how they will be paid. 


Monitoring property taxes. Real estate taxes 
will vary by state and county regarding how 
they are assessed and when they are due. 
Sometimes tax dollars are escrowed by the 
lender and other times an owner will self- 
escrow, but the manager makes sure payment is 
timely to avoid penalties. The manager should 
also be aware of appeal rights to keep the owner 
informed of their time line to appeal. 


Owner obligations 


The owner is sometimes responsible for insuring 
the property, and the agreement should require 
that the real estate manager is identified on all 
policies as an additional named insured party. 
Premiums and deductibles are the owner’s 
expenses, and these might be paid out of the 
operating funds. The types of insurance required 
depend on the specific property, local practice, 
state law, or lender requirements. Consult with 
insurance agents to determine the best coverage 
for the property. 


An important issue to negotiate for the 
management agreement is whether to establish 
and maintain a reserve fund. Normally, a lender 
requires that a reserve fund be maintained with 
the lender to cover major expenses. When these 
expenses occur, a request is completed for funds 
to be released from the lender. There should be 


a clear understanding of lender requirements to 
release funds as well as whose responsibility it is 
to make the claim. While state laws vary, if the 
property is a common interest realty association 
(CIRA) (i.e., homeowners association or 
condominium association), a reserve account 
may be a requirement. 


The agreement should state the owner’s 
responsibility for the property’s compliance with 
applicable governmental regulations, such as 
environmental laws and building codes, or any 
associated insurance requirements. It should also 
indemnify the agent, or real estate manager, 
against liability for noncompliance. If the owner 
does not cure any discovered noncompliance, 
the manager could become liable because they 
are working as the owner’s agent. However, the 
agreement should require the manager to advise 
the owner of any known noncompliance. The 
owner must then decide to implement changes 
or corrections and authorize the manager to do 
so. 


Compensation for management 
services 

The usual compensation, or management fee, for 
real estate management services can be a fixed 
fee, but it is usually the greater of a minimum 
fixed fee or a percentage of the gross receipts 
(effective gross income) of the managed property. 
The specific percentage or a minimum monthly 
fee is always negotiated. A minimum fee will be 
established if it is a small property or it is in 


lease-up. This should be finalized and stated in 
the agreement to ensure the manager is 
compensated in case of a shortfall in collections. 
In setting a fee, the real estate manager should 
be certain of adequate compensation for the full 
range of services provided. 


Negotiating separate fees or commissions may be 
appropriate for services not generally part of the 
regular management duties, such as executing 
commercial or residential lease renewals and 
overseeing construction, rehabilitation, or 
remodeling. With commercial properties, the 
gross receipts should be clarified in advance 
because they provide the total cash income from 
all sources. 


The management plan 


After finalizing the management agreement with 
the owner, the next step is to outline the 
property details and include them in the 
management plan. The management plan should 
include an analysis of the current physical, 
managerial, fiscal, competitive, and operational 
conditions of the property in relation to the 
owner’s goals. If the conditions are not suitable 
for attaining the owner’s goals, the management 
plan should be used to recommend and support 
physical, financial, or operational changes. The 
management plan also evaluates the feasibility 
or practicality of plans the owner has for the 
property. Completing a management plan is an 
essential start to any new management account 
because it strengthens the knowledge base of the 


property being managed. It may also be 
necessary during mid-management or ownership 
to prepare a plan for a troubled property that is 
not performing. 


Every property is unique in its own way. For 
some properties, an operating budget and a list 
of the real estate manager’s observations might 
suffice. For others, a full and detailed plan (that 
can be hundreds of pages) might be necessary to 
give a complete perspective on the current 
condition of the property and the programs 
required to make its operation effective or to 
justify a loan from a financial institution to 
support the necessary work. A third type of plan 
may be a generic outline of services and policies 
if several small properties are in the manager’s 
portfolio. The Institute of Real Estate 
Management provides detailed instructions for 
preparing an extensive management plan. 


Regardless of the size of the plan, the 
appearance and presentation are always 
important. Logical assertions and conclusions 
and clear statements of the facts exemplify the 
real estate manager’s skills and ability to 
communicate effectively. 


The starting point for a management plan is a 
definition of the owner’s goals for investment in 
the property. (See Chapter 4 for more details.) 
The owner’s goals help narrow the scope of the 
research and recommendations in the 
management plan. If the owner expects rapid 
capital appreciation from a property with goals 


of speculation, the management plan may center 
on improvements that offer a short period for 
return. Ways to increase net operating income 
(NOD are another important inclusion because a 
higher return from a property increases its value. 
For owners who want a consistent return from 
their investment, a schedule should be created 
that outlines gradual improvements and/or cost- 
saving measures that will ensure a high 
occupancy rate and create the potential for 
steadily increasing cash flow. (NOI and cash 
flow are described in detail in Chapter 6.) 


The goal, as exhibited throughout the 
management plan and the actual management of 
the property, should agree with and complement 
the owner’s goal. That goal is usually for the 
property to reach its highest potential in its current 
use, meaning that it generates the highest NOI 
possible and attains the best possible use based 
on its location, size, and design. When 
developing a specific management plan, the 
following evaluations are performed: 


e Property analysis 


Financial analysis 


e Market analysis 


Issues and concerns 
+ Analysis of alternatives 
* Recommended course of action 


+ Executive summary 


Property analysis 


Physical description 

The property analysis begins with a careful 
inspection of the building and a description of 
the building site and all improvements. Factors 
related to analyzing the improvements are the 
age, basic architectural design, mechanical 
equipment, rented space, common areas, life 
expectancy of major components, and the 
overall physical condition along with any 
deferred conditions. The following are some of 
the questions to answer when conducting a 
property analysis: 


+ Building site. Are there drainage 
issues? What is the topography? 
Zoning? Easements? Utilities? 
Frontage? Ingress/egress? 


e Building size. How many units or 
leasable square feet does the building 
contain? What size are the spaces—the 
number of rooms and square feet in 
each apartment or the configuration 
and method of measuring commercial 
space? 


* Condition. What is the physical 
condition of the building structurally 
in regard to maintenance—roof, 
masonry, elevators, HVAC, other 
mechanical equipment, cable and 
wiring, windows and trim, asphalt, 
doors, other hardware? Is functional 


obsolescence—the loss or change of 
value brought about by a change in 
design, technology, taste, or demand— 
correctable? For example, what would 
happen to a playground in a residential 
community that was recently 
converted to individuals aged fifty-five 
and older? How can functional 
inadequacies be corrected? Will a 
structural engineer or other 
professional need to be consulted 
about the condition of any elements of 
the building? Should a useful-life study 
be conducted on major expensive 
systems such as HVAC units, roofs, or 
asphalt? What major improvements or 
repairs will be needed in the first year, 
after three years, after five years? And 
will those repairs extend the useful life 
of that system? 


Common areas. What is the condition 
of the most heavily used elements— 
floors, floor coverings, lobbies, 
entrance halls, elevator cabs, 
escalators, hallways, stairways, storage 
areas, and amenities such as fitness 
centers? (Concrete sidewalks, 
Americans with Disabilities Act [ADA] 
requirements, lighting, landscapes, and 
trees can have a significant impact on 
safety, compliance, and visibility, to 
name a few.) Does the building meet 
all fire codes, and have all fire 


prevention systems been properly 
tested and maintained over the years? 
Does the property have a history of 
environmental issues? Was the 
property a prior fueling station? Was 
there ever asbestos? Is there evidence 
of mold? Are the light fixtures and 
elements properly maintained or 
corrected? 


Residents’/tenants’ individual 
spaces. How attractive is the rentable 
space—layout, exposure, view, 
features, and decor? Are there pest 
issues due to the resident’s or tenant’s 
lack of cleanliness? Are appliances or 
other fixtures such as toilets, tubs, and 
sinks outdated in terms of colors? Are 
kitchen appliances stainless steel or 
white? Are counters granite or 
Formica? (Numerous factors can have 
unwanted financial and legal 
consequences as well—therefore, it is 
important to look to the future and the 
predictable shifts such consequences 
may entail.) 


Occupancy. What has been the trend 
in occupancy? What is the current 
occupancy level? What is the 
composition and character of tenancy? 
Do outside factors such as being 
located next to a college or university 
affect occupancy? Swings in occupancy 


can mean excessive costs of turnover, 
advertising, payroll, and a myriad of 
other financial impacts. (Frequent 
turnover can also provide opportunities 
to raise rents and other charges.) 


Curb appeal. How desirable is the 
property—visual impression, age, 
architectural style, grounds, layout, 
approaches, public space, and signage? 
Having a clean, inviting property and 
office with all amenities in excellent 
shape can result in the subject property 
being selected first over the 
competition. 


Building-to-land ratio or floor area 
ratio (FAR). What is the relationship 
between the building and the land on 
which it is located, for example, the 
current zoning and parking? Can the 
owner use the building or the land 
more efficiently? Have there been 
changes in the zoning code that would 
impact the building-to-land ratio if the 
owner wants to expand? Differences in 
FAR can be good or bad depending on 
the circumstances. It’s essential to 
understand that ratio is not the only 
element to analyze. High density in 
any area can mean higher maintenance 
costs with higher use, but more people 
in smaller spaces means more rent per 
square foot. Is there ample parking— 


far more than is required per leases or 
per code? The owner may consider 
building outparcels if allowed by 
zoning or obtaining a variance to 
maximize potential income and 
increase value. Simply knowing and 
being aware of the area’s possibilities 
makes the land more valuable to a 
potential purchaser. 


Compliance status. Are violations of 
health, safety, or environmental 
standards evident? Is the building 
compliant with the ADA? For 
residential properties, have there been 
an excessive number of police calls? 
Compliance issues or violations will 
prevent anyone from getting financing 
for the building, which establishes the 
importance of maintaining the market 
value. 


Managerial description 

This section should describe all personnel, 
accounting, policies and procedures, and the 
management company involved in the 
management of the property. 


+ Current management. What are the 
current standards of building 
management? What policies and 
procedures are in effect for selecting 
residents and tenants, hiring and 
training staff, maintaining the building 


and grounds, collecting rents, 
controlling purchases, and 
administering the policies and 
procedures? Are they documented in 
an operation manual? If management 
is lax, other areas such as maintenance, 
accounting, billing, and customer 
service may be lacking as well. In 
general, all deficiencies can affect the 
property’s value with increasing 
vacancy, deferred maintenance, and 
disgruntled residents and tenants. 


Staff. How is the property staffed? Is 
there an organizational chart and job 
descriptions? What are the staff 
attitudes, capabilities, training, and 
goals? Properly trained staff can add 
significant value through increased 
customer service and better attention 
to service. Staff has the power to 
increase or decrease a building’s value 
and to establish or damage its 
reputation. A property’s staff can cause 
it to lead or trail the market. 


Management agreement. What are 
the terms of the agreement and 
compensation? In general, what are the 
requirements of the management 
company? What are its software 
capabilities? Does it have a policy and 
procedure manual? 


Financial analysis 


An evaluation of the property’s current fiscal 
health in its current condition is completed as 
part of the management plan. It will include an 
examination of prior operating history, establish 
current rent schedules, and project future 
income/operating expenses with escalations, 
loan terms, current market value, equity, and 
returns to the owner. 


Operating history 

Some financial issues can be identified and 
addressed by performing a line-item analysis of a 
property’s recent operating statements. A review 
of historical financial data will reveal trends in 
specific income and expense categories. These 
can lead to many conclusions, such as problems 
from deferred maintenance, excesses in 
expenses, or missed opportunities in income 
generation—all of which impact the NOI. 


In addition, line items in the property’s 
operating history can be compared to industry 
standards. This comparison can lead to 
conclusions of where the property’s performance 
can be improved. It may also prove that the 
property is operating optimally. These 
observations will provide a basis for projecting 
future years’ income and expenses over the 
anticipated holding period. 


Comparison grid 
A comparison grid evaluates the supply and 
demand conditions for rental space in a specific 


building in comparison to the demand for space 
in other competitive buildings—along with 
details like rental and vacancy rates. The 
comparison grid gathers information about 
specific comparable properties and compares 
their features to the subject property. 


Once the features are described, the advantages 
and disadvantages can be evaluated accordingly. 
The comparison grid should only focus on 
competing buildings within the neighborhood 
and the region based on the information derived 
from the regional, neighborhood, and property 
analyses. After comparing the property to its 
competitors and analyzing the region and 
neighborhood, conclusions can be made to 
identify factors that affect, or could affect, the 
performance of the subject property. This study 
is conducted based on the current condition of 
the property. 


The five principles of conducting the comparison 
grid are essentially the same for all types of 
property: (1) find which properties are 
competitors, (2) determine features that are 
determinants of rent value, (3) complete a 
comparison grid analysis to compare the subject 
property to the competition, (4) set the correct 
rental rates based on the analysis, and (5) write 
a narrative report. 


Buildings in direct competition with the subject 
property obviously define the competition. To 
find which buildings are legitimate competitors, 
examine the subject property at the submarket 


level, which is a segment of the overall 
geographical area limited by a particular market 
factor—office, retail, industrial, apartment, or 
single-family home markets. In some cases, ask 
prospects which other buildings they are 
considering. If a prospect is lost to a competitor, 
figure out why. 


Other factors narrow the field even further. 
Prospective residents and tenants usually locate 
in one portion of the region by limiting their 
search to the part of town they prefer. They also 
commonly search for a particular type of rental 
space. 


Narrow the focus of the comparison grid to 
determine the true competition. The subject 
property is compared to similar properties in the 
neighborhood or general vicinity—not compared 
to properties across town or in another region. 
However, even if a property across town is not 
in direct competition with the subject property, 
its standing in the market will have an influence 
because it is a part of the market as a whole— 
the narrative description of the market accounts 
for this influence. 


Then, compare their features and amenities and 
rate them appropriately. The same concept 
applies to the property type—different 
information is needed for residential properties 
compared to commercial properties. The sections 
below describe the specific information that 
should be gathered for each type. 


Residential markets. Prospective residents are 
looking for their new home, and their 
expectation is that it will contain one or more 
specific qualities or characteristics. Each of these 
elements can be allocated to a monthly rent 
dollar value. The prospect will pay a certain 
amount to have a feature a competitor does not, 
or the prospect will do without it if the price is 
appropriately adjusted. For this reason, when 
comparing the subject property to the 
competition, list those influential features and 
amenities that might persuade a prospective 
resident to sign a lease. The following 
considerations pertain to most residential 
markets: 


+ Number and types of apartment units 
available within the area 


+ Average age and character of the 
building 


e Features that are similar in most units 
within the market—size, layout, 
equipment, and amenities that define a 
typical unit 


* Quality of staff and the services they 
offer, such as concierge, food delivery, 
dry cleaning pickup, and credit card 
acceptance for rental payments 


e Current rent for an average unit on a 
monthly and square-foot basis 


* Cost of utilities—gas, electricity, water, 


sewer, and parking—and if they are 
paid by the resident or the owner 


Availability of public transportation or 
access to major highways or arterial 
streets 


Commercial markets. Commercial rents are 
quoted by the square foot, normally annually. 
The following lists the types of property 
characteristics to compile for commercial spaces 
when learning about the market: 


Square footage of the space—office, 
retail, and industrial 


Average age, character, and condition 
of the building 


Types of commercial tenants, major 
space users, or professionals in private 
practice 


General mix of commercial tenants in a 
building 
Accessibility via public transportation 


Availability and cost of parking— 
especially in a central business district 


Presence of amenities that serve 
commercial tenants’ employees, such 
as restaurants or banks 


Current base rate per square foot and 
how it is quoted—monthly or annually 


* Whether and how the common area is 
included in the rent—add-on factor 


* Types of concessions negotiated in 
leasing the type of space—free rent, 
moving allowance, or tenant 
improvement dollars 


* Typical lease terms, or numbers of 
years, and provisions for rent 
escalations 


° Types and cost of operating expenses— 
common area maintenance (CAM) or 
operating expenses—passed through to 
commercial tenants via their pro rata 
share or some other generally 
acceptable method 


+ Whether retailers pay percentage rents 
(percentage of their sales) 


* Occupancy level of the type of space— 
office, retail, or industrial—in the 
market that is superior, average, and 
inferior 


When conducting the comparison grid, many 
questions should be asked. How do the rent and 
occupancy trends compare with real estate 
market trends in general? How do vacant 
apartments or commercial spaces in the area 
compare to those in the subject property with 
regard to size, age, condition, amenities, and 
rents? 


Complete a comparison grid. To make an 
effective comparison, categorize the features of 
the competitive properties with respect to the 
subject property using a comparison grid 
(Exhibits 5.1 and 5.2). Specific features are 
listed at the left, and the comparable properties 
are indicated as column headings. Most of the 
categories are straightforward, but some might 
require additional explanation. A “pets allowed” 
category may be listed as a straight “yes or no” 
for most residential properties, but some 
apartments may have very specific provisions— 
separate pet agreement, additional rent, or fees. 
For commercial properties, rental rates account 
for additions to base rent—prorated portion of 
operating expenses or percentage rent—and a 
comparison of major and minor space users 
should also be included. 


Exhibit 5.1: Residential property comparison grid 


All figures are per annual rentable square foot. 


Exhibit 5.2: Office building comparison grid 


All figures are per annual rentable square foot. 

When completing the comparison grid, 
consistency in rating or ranking is most 
important. In preparation of the comparison 
grid, use the same rules of assessment for each 
category of analysis for all properties. Describing 
and rating “location” on the comparison grid can 
be difficult, yet the location of a property within 
the neighborhood is its prime marketable 
feature. Keep in mind there is no standard for a 
good location. For instance, being a block from a 
supermarket or a mass transit stop would 
ordinarily be a promotable feature for a 
residential property, but being next door to the 
bus depot or to the parking lot of the 
supermarket would not. On the other hand, 
being next door may be more attractive than 
being three miles away from those amenities. 
Location next door to a hospital is a selling point 
for offices designed for physicians and allied 
health professionals, but it is a detriment for 
industrial space with heavy incoming and 
outgoing truck traffic. Being near a courthouse is 


a desirable feature for space usable as law 
offices, but that location is not a selling point for 
stores seeking high-end retail tenants. Because 
most factors involving location are relative and 
complex, a separate location analysis can help 
evaluate how the property’s location affects 
demand—Exhibit 5.3 lists some of the factors 
that influence perceptions of location quality. 


Comparison grid analysis determines how the 
rental space in the subject property compares to 
similar space in the market on a feature-by- 
feature basis. The purpose is to show whether a 
particular feature at a comparable property is 
better than or not as good as the same feature in 
the subject property and how the total of these 
features affects quoted rents. By attributing a 
dollar value to each feature, a market-level rent 
can be determined for the subject property based 
on the comparison. If the feature in the subject 
property is better than in a comparable property, 
the rent for the comparable is adjusted upward. 
If the feature in the subject property is not as 
good, the rent for the comparable is adjusted 
downward. An easy way to remember this is 
CIA/CBS: Comp Inferior Add, Comp Better 
Subtract. The adjustment amount, whether it’s 
negative or positive, is based on what a resident 
or tenant would pay for the feature or would not 
pay because of its absence. For each property, 
the adjustments and changes to the rental rate 
are totaled to reflect the net adjustments. 
Finally, the rents for the comparable properties 
are analyzed to determine a market rent on a 


per-unit or a per-square-foot basis. Typically, a 
comparison grid analysis is completed for each 
type of apartment unit in a residential property. 
By the same token, an analysis will be completed 
for anchor tenants of a retail center as well as 
“mom-and-pop”-type tenants to determine rents 
for each. 


Exhibit 5.3: Factors that influence location quality 


Residential properties 


Convenience of local facilities 

Central business district (CBD) 

Convenience store or center 

Neighborhood shopping center/supermarket 

Regional mall or larger shopping center 

Major employment locations (if different from CBD) 

Schools and colleges 

Parks, sports, and fitness centers, and other recreational facilities 
Cultural/entertainment centers 


Social services (government and human services centers) 


Office buildings 


Availability of business services 

+ Adequate to cutting-edge communications facilities, services, and support 
+ Printing and related services 

+ Delivery/shipping services and messengers 

+ Office, computer, and photocopying supplies and support 
+ Industry-specific support services and suppliers 

+ Temporary staffing agencies 

+ Professional consultation (accounting, legal) 

Availability of services for employees 

+ Restaurants and other food outlets 

+ Daycare facilities 

+ Fitness facilities 

+ Dry cleaning, shoe repairs, valet services 


+ Drug/sundry stores 


Retail properties 


Amount of traffic passing the property (vehicular and/or pedestrian) 
Visibility from the street 

Signage possibilities 

No one-way streets or limitations on turns 

Nearby streets, highways, and thoroughfares 

Amount and configuration of parking 

Adequate access to receive merchandise deliveries 

Age and condition of suite amenities such as heating, ventilation, and air-con- 
ditioning (HVAC) units for which they may become responsible 

ADA compliance 


Set rents. Evaluating the quoted rents and 
occupancy levels of the competing rental spaces 
helps to determine the rent that the owner 
should charge for the subject property—based 
on quality, services, amenities, and other 
attractions. The comparison grid also indicates 


whether the rent for the type of space in the 
subject property is below, at, or above market 
rates. Based on this information, the current 
rental schedule of the subject property can be 
determined. 


To determine whether to adjust the current 
rental schedule of the subject property, there 
must be a search for an optimum balance 
between vacancy and maximum income. While 
the ideal is maximum rent and maximum 
occupancy, reality dictates that vacancies will be 
present. In fact, an increase in rent may initially 
increase vacancies. With this in mind, a realistic 
maximum rent should be chosen that will 
minimize the impact on the occupancy rate. 
Rents and vacancies are important 
considerations in estimating changes in gross 
receipts and NOI that will result from an 
increase in rents. The prices are then applied to 
each unit or space. 


Write a narrative report. The comparable grid 
includes a narrative overview of market trends 
and observations, such as the evaluation of the 
absorption rate and regional and neighborhood 
trends, including population changes. 


Pro forma statement of cash flow 

The pro forma statement lists income and 
expenses for the property. It projects how the 
property will operate financially into the future. 


Once the rents are validated with the 
comparison grid, income can be determined. 


Gross potential is projected along with 
deductions for vacancy and collection losses as 
well as a calculation for loss-to-lease. Because 
rents are established in the lease, there may be a 
difference between market rents for incoming 
residents or tenants and lease rents of existing 
residents or tenants. These losses are calculated 
along with a plan to decrease the loss. 


Expenses are determined based on historical 
operations. If there is a change from history, it 
should be explained in the narrative. This 
explanation should appear in the calculations for 
ongoing expenses. 


Gross potential income (GPI) 
- Loss-to-lease 


~_ Vacancy, concessions, and collection loss 


Net rent revenue 


Miscellaneous income 


Expense reimbursements 


= Effective gross income (EGI) 


Operating expenses 


= Net operating income (NOI) 

- Annual debt service (ADS) 

- Capital expenditures/reserves 
= Before-tax cash flow (BTCF) 


The pro forma will project NOI over the future 
planned years of ownership. 


The Institute of Real Estate Management 
provides an Excel spreadsheet that is used to 
project income and expenses. With historical 
information as a base for year one along with 
historical escalations, a pro forma can be 
prepared for the next ten years. 


A B & | D 
1 Pro Forma Statement of Cash Flow 

Pa 

3 Income Annual 

4 Increase Year 1 Year 2 

5 Gross Potential Income (GPI) 0.00% $0 $0 
6 -Loss to Lease 0.00% $0 $0 
7 -Vacancy and Collection Loss 0.00% $0 $0 
8 = Net Rent Revenue $0 $0 
9 + Miscellaneous Income 0.00% $0 $0 
10 + Property Tax Reimbursement | 0.00% $0 $0 
11 + Utility Reimbursement 0.00% $0 $0 
12 + CAM Reimbursement 0.00% $0 $0 
13 + Other Reimbursement 0.00% $0 $0 
14 = Effective Gross Income (EGI) $0 $0 
15 

16 Operating Expenses 

1 ilies 

18 Heat 0.00% $0 $0 
19 | Electric 0.00% $0 $0 
20 Water and Sewer 0.00% $0 $0 
21 Total Utilities $0 $0 
22 (Maintenance 

23 Landscaping 0.00% $0 $0 
24 Janitorial 0.00% $0 $0 
25 Painting and Decorating 0.00% $0 $0 
26 Maintenance Labor 0.00% $0 $0 
27 | Maintenance Contract 0.00% $0 $0 
28 HVAC 0.00% $0 $0 
29 Plumbing 0.00% $0 $0 
30 | Electrical 0.00% $0 $0 
31 | Security 0.00% $0 $0 
32 Total Maintenance $0 $0 
33 [Administration 

34 Management Fee 0.00% $0 $0 
35 Personnel Expense 0.00% $0 $0 
36 Office Supplies 0.00% $0 $0 
37. Telephone 0.00% $0 $0 
38 Marketing 0.00% $0 $0 
39 Total Administration $0 $0 
AO Fixed Expenses 

41 Insurance 0.00% $0 $0 
42 Real Estate Taxes 0.00% $0 $0 
43 0.00% $0 $0 
44 0.00% $0 $0 
45 0.00% $0 $0 
46 0.00% $0 $0 
47 Total Fixed Expenses $0 $0 
48 

49 -Total Operating Expenses $0 $0 
50 = Net Operating Income (NOI) $0 $0 


Market value and equity 

The current market value is estimated by 
dividing the NOI by the capitalization rate. Next 
year’s NOI is capitalized because future benefits 
are analyzed. 


The capitalization rate must be justified from the 
marketplace with recent sales of comparable 
properties. There are various sources to 
determine current capitalization rates along with 
networking among other managers, appraisers, 
and brokers. 


The costs of sale and loan balance are deducted 
from the value. This will determine owner 
equity now. 


Current market value 

— Cost of sale 

— Current loan balance 

Cash-out potential (current equity) 


Loan evaluation 
Once the value of the property is determined, 
the loan terms and ratios must be analyzed. 


Loan-to-value (LTV) ratio compares the amount 
of the loan principal to the market value of the 
property. This ratio attempts to ensure that if 
market values decline and default or foreclosure 
is necessary, the property will be worth more 
than the balance of the loan. It is calculated by 
taking the loan balance divided by property 
value. 


Debt coverage ratio (DCR) compares the annual 
NOI to the annual debt service of the loan. The 
closer the DCR is to one, the riskier the loan is as 
it demonstrates that the property may not have 
enough NOI to pay the debt service, capital 


improvements, and cash flow to the owner. It is 
calculated by taking the NOI divided by annual 
debt service. 


Leverage is then measured to determine whether 
it is a positive or negative leverage. A positive 
leverage means that the loan has improved the 
rate of return to the owner. A negative leverage 
means that the loan has decreased the rate of the 
return to the owners, and the owner would have 
had a greater return by paying all cash for the 
property. It compares a cash-on-cash rate of 
return with a loan to a free-and-clear rate of 
return without a loan. 


Owner rate of return 

The owner had a financial goal when purchasing 
the property. The property’s financial returns are 
then compared to the owner’s goals of 
ownership. Most often, it is internal rate of 
return. 


Market analysis 

The term real estate market has different 
meanings in such diverse aspects of real estate as 
mortgage interest rates, development, property 
cost, property value, rental rates, and even 
property amenities. All of these, except 
mortgage interest rates, relate in some way to 
the level of competition and the demand for 
rental space in a particular property. 


The marketing plan will describe how the 
property has responded to its market conditions. 
It will describe the advertising and marketing 


efforts as well as provide a discussion of the rent 
roll, lease terms, and lease renewals. It will 
define the health of the marketplace or identify 
a niche the property can fill. 


The narrative portion of the market analysis 
includes trends observed in the regional and 
neighborhood analyses that can affect the 
subject property. For a residential property, a 
shift in the demographic profile of the 
neighborhood (e.g., from families to empty 
nesters) would be noted here—along with 
conclusions regarding the favorable or 
unfavorable effects that shift may have on the 
demand for rental apartments. If the regional 
analysis showed that a nearby large company 
would be expanding its operations and hiring 
more people, it could be presumed that demand 
for rental space will increase. And with further 
reasoning—based on the comparison grid—the 
competing buildings in the neighborhood are 
better suited to profit from the anticipated 
population growth. 


Population changes also affect the leasing of 
commercial space. Education levels and 
technical skills determine the caliber of potential 
office workers. Household income levels indicate 
the price levels of merchandise that will sell ina 
particular area—Bloomingdale’s and Nordstrom 
obviously offer different price lines than do 
Target and Walmart. These considerations 
should guide the development of a marketing 
program for the property that will capitalize on 


any positive trends and insulate the property 
from the impact of negative trends. (Chapter 8 
provides more information on marketing.) 


Location, location, location—it’s the most 
important aspect of a property’s value. To gain a 
clear understanding of the effects that supply, 
demand, and location have on a property, its 
surroundings must be defined and thoroughly 
described. Two identical buildings, one located 
on Wall Street in Manhattan and the other in a 
small rural town, obviously will have different 
dollar values even though their designs and 
structures might be the same. A building’s 
physical attributes and location are obviously 
not easy to change. The demand for space in any 
income-producing property impacts its value as 
well. The amount of income it can produce 
depends on the number and quality of the rental 
spaces of that type, availability of those same 
rental spaces locally, and proximity to the 
subject property. 


Because value is mostly dependent on location, 
it’s important to understand the economic, legal, 
demographic, environmental, and physical 
conditions that affect a property. The major 
national concerns should be discussed, and the 
next phase of the evaluation is with the region. 


Regional analysis 

The regional analysis outlines the general 
geographic area in which changes in the 
economic and demographic conditions, as well 
as geographic features of the area surrounding 


the property, will impact a piece of real estate. 
The geographic features relate to environmental 
situations such as soil contamination and 
airports or highway access that affects noise 
issues in specific areas. Those conditions affect 
occupancy and the demand for space ina 
particular property. However, when there is an 
oversupply of any product or service, success is 
achieved through adapting the product or 
service to meet existing needs in other ways. 
Therefore, the recognition and adaptation of 
poorly utilized real estate is an invaluable skill 
to possess. 


Demand ultimately gives value to real estate. 
Because people and their economic means create 
the general demand, investigating this demand 
will provide pertinent information about the 
region, especially through collection of historical 
data and growth projections. 


The collected data includes the following general 
demographic profile: 

° Business and industry 

° Tourism and recreation 

e Public improvements and facilities 

e Transportation and traffic conditions 

+ Educational system 

e Local economy 


+ Population and employment growth 


* Income levels 


e Household composition 


When evaluating these data, seek trends that 
signal: (1) future growth and opportunity, (2) 
little or no change from the current conditions, 
or (3) eventual decline. The government and 
social climate of a region also greatly affect the 
value of its real estate, so carefully investigate 
and analyze these regional components as well. 


Information is available from several different 
sources. 


Federal government sources. The following 
lists the primary resources from the federal 
government that provide data for a regional 
analysis that are helpful when formulating 
statistical compilations: 


e U.S. Department of Commerce: 
commerce.gov 


e U.S. Bureau of Economic Analysis: 
bea.gov 


e U.S. Census Bureau: census.gov 

+ Department of Labor: dol.gov 

e U.S. Bureau of Labor Statistics: bls.gov 
e U.S. Department of Housing and Urban 


Development (HUD): hud.gov 


The U.S. Department of Commerce and the U.S. 


Census Bureau produce many statistical profiles 
in conjunction with federal departments and 
agencies. The Census Catalog and Guide lists the 
reports available and their publication dates. A 
few publications that are especially valuable are 
the American Housing Survey, conducted every 
other year in odd-numbered years, and the 
Economic Census, conducted at five-year intervals 
in years ending in two and seven. 


The annual Statistical Abstract of the United States 
is a compilation of more recent information 
added to the census data. A fair amount of local 
data can be found through regional planning 
authorities. 


Real estate brokerage sources. Numerous real 
estate brokerage firms compile and publish 
demographic data in both print and electronic 
formats. Many of these firms are subsidiaries of 
companies, such as insurance companies and 
savings associations, that already maintain vast 
databases. They sometimes combine their data 
with census results or compare their results with 
correlative census figures to verify accuracy. The 
following lists a few major real estate brokerage 
firms: 


e Marcus and Millichap 
(marcusmillichap.com) 
* CBRE (cbre.com) 


e Cushman & Wakefield 
(cushmanwakefield.com) 


Regional firms are easy to locate. Another option 
is to contact a broker who has recently sold or 
listed a property when there is already a 
relationship established. 


Most brokerage firms sort data on the basis of 
census tracts, city blocks, zip codes, area codes, 
phone prefixes, or any other specific boundaries 
identified. Such reports are economical in 
consideration of the time necessary for 
compilation—some firms promise delivery of the 
reports within a few days. 


Professional associations sources. Professional 
associations publish property-specific reports for 
regional, national, and market comparisons. 
However, the most valuable information within 
the region itself is available through state and 
local governmental agencies, utilities, local 
industries, financial institutions, chambers of 
commerce, and local economic development 
agencies. The following lists major professional 
associations and the specific types of 
publications they publish: 


¢ IREM (Institute of Real Estate 
Management): irem.org. 


Income/expense IQ reports for specific 
property types, including conventional 


apartment, office, and industrial. 


e Urban Land Institute (ULI): uli.org. 


Real estate market analysis explains how to 
get started, where to get information, and how 
to apply the basic techniques to a variety of 
development types 


Absorption rate 

The absorption rate in the neighborhood or 
region warrants discussion. The absorption rate of 
a property type is the amount of space leased 
compared to the amount of space available for 
lease over a given period. The rate relates to 
both construction of new space and demolition 
or removal from the market of old space. 
Different property types within the same region 
have different absorption rates. 


If demand exceeds supply, the absorption rate is 
favorable because overall vacancy decreases. If 
supply exceeds demand, the absorption rate is 
unfavorable, and lenders tend to curtail their 
financing of the development of similar 
properties, which eventually causes a slowdown 
of growth. A negative absorption rate can also 
result from other changes in a market. If a major 
industry closes and not enough jobs are 
available, people will move away from the area, 
and the lack of jobs will discourage others from 
moving in. The amount of residential space 
available for lease will quickly exceed demand— 
regardless of any new construction. The 
commercial sector may also slow down based on 
this major change. However, the effect of 
reduced demand is not always immediately 
apparent. Construction might continue because 


the financing is in place. If the developer 
obtained financing when the level of demand 
was high, market trends may be unfavorable 
when construction starts, and stopping 
construction may cost more than completing the 
project. As the new space fills over time, demand 
will again exceed supply and the absorption rate 
will again be favorable—encouraging new 
construction and causing the cycle to repeat. 


Based on the results of the regional analysis, is 
the number of prospective residents or tenants 
for the subject property increasing or 
decreasing? Supply and demand are evaluated 
by vacancy rates, rent levels, and concessions. 
This is referred to as the absorption rate—the 
amount of space leased compared to the amount 
of space available. It represents the amount of 
space or units occupied over a specific period. 


Units/SF occupied at end of period 
— Units/SF occupied at the beginning of period 
= Units/SF absorbed during period 


es and 
absorption is positive 


Supply< Supply > 
Demand Demand 


‘Vacancy decreas: 


A positive absorption rate would indicate a 
healthy environment in which demand exceeds 
supply. A negative absorption rate would 
indicate that supply exceeds demand. 


The absorption rate is available through regional 
companies that sell these reports, but an excerpt 
may appear in business news outlets quarterly or 
annually. 


Neighborhood analysis 

The next area of research for the management 
plan is an in-depth study of the immediate 
neighborhood, or localized area, in which 
properties compete for prospects. Retail 
properties would refer to this as their retail trade 
area. Similar to the regional study in content but 
more narrowly focused, the neighborhood analysis 
is an evaluation of data related to nearby sites 
and the competition—centering on the 
immediate surroundings of the subject property. 
Without a thorough national and regional 
analysis, however, the neighborhood analysis 
can either be too optimistic or too pessimistic. 
Just as changes in the neighborhood affect a 
property, changes in the nation and region affect 
the neighborhood as well. 


Many factors contribute to prospects choosing a 
specific neighborhood. For instance, mapping 
sites like Google Maps (maps.google.com) 
provide basic information about a neighborhood 
in terms of its geographic and physical features 
(bridges, walkways, bike paths, traffic 
information, and any areas with open land) and 
allow capabilities to virtually walk a 
neighborhood. Review and recommendation 
websites like Yelp (yelp.com) contain feedback 
written by consumers about neighborhood 


businesses; such sites are another possible source 
of information about competitive properties or 
about the specific property being managed. 


Other online resources 

The following lists other online resources that might provide more general 
demographic information: 

demographicsnow.com statelocalgov.net 


melissadata.com gss.norc.org 


Analyzing a neighborhood first requires a 
definition of boundaries. The neighborhood of a 
particular property may consist of a few adjacent 
buildings or it may comprise an area of many 
square blocks. Neighborhood boundaries are 
often natural or constructed barriers—such as 
rivers, lakes, ravines, railroad tracks, parks, and 
streets—that separate discrete areas that have 
common characteristics in population or land 
use. Sometimes neighborhood boundaries are 
not visually discernible; information can be 
complied from sources such as the U.S. Census 
Bureau, municipal and county governments, 
local government offices, local utility companies, 
newspaper reports, the local library, the school 
board, and social agencies to map a 
neighborhood precisely. Post office zip codes 
help define the boundaries as well. 


The objective of analyzing the neighborhood is 
to characterize the population, economic 
elements, and property types that are dominant. 
Considerations such as age, education, ethnic 
groups, income levels, and institutions (colleges, 
hospitals, etc.) are part of the characterization of 
a residential neighborhood. The types of 


businesses (complementary and competitive) 
and their clientele and employees differentiate 
the neighborhood of a commercial property; 
however, many newer, urban developments such 
as mixed-use properties are built to sustain both 
housing and commercial business elements. 


| Employment | 
Boundaries Psychographics | 


Transportation | 


Square feet or 
units of product | Economic data 


[Demo raphic data, ——~~~ 
grap. 
Population data 


A physical inspection of the neighborhood is also 
essential. The general curb appeal and overall 
cleanliness of the area should be inspected to 
determine whether or not the neighborhood is 
well maintained. In reporting the analysis, 
particular features in the neighborhood might be 
singled out that favor the subject property. In 
the neighborhood analysis for an apartment 
building, the location and quality of schools, 
accessibility to stores, and the level of public 
transportation service are good items to 
mention. Important components of the 
neighborhood analysis for an office building 
would be transportation, restaurants, and types 
of business services. 


An overall physical inspection should identify 
comparable properties to study trends in the 
surrounding area. For office buildings, the micro- 
market (neighborhood) may encompass just a 


few blocks or a few buildings. Merchandise 
categories and price lines of retail operations 
and the numbers of similar businesses—or their 
absence—along with a demographic profile of 
shoppers define the trade area (neighborhood) of 
a shopping center. 


In the examination of the property and analysis 
of the information obtained, keep in mind that 
the owner’s ultimate goal is usually to achieve 
the greatest return on investment by putting the 
property to its highest and best use. At this 
point, the information gathered in the regional, 
neighborhood, and property analyses have been 
described, but the next and essential component 
of the management plan is the marketing plan. 


Marketing plan 

The objective of the marketing plan is to reduce 
loss-to-lease and vacancy/collection losses. It 
will describe how the property has currently 
responded to the macro and micro economic 
impacts. As review, the loss-to-lease is the 
difference between market rents of the gross 
potential income and the actual lease rents in 
place on the rent roll. Vacancy loss is actual 
unoccupied space. Collection losses are income 
that is delinquent and will not be recovered. 


Loss-to-lease. One of the most important 
aspects of the marketing plan concerns leases. 
It’s important to review the status and language 
of existing leases, which are the basis of the 
property’s revenue stream. The rent roll reports 
will list the lease expiration date, market rent, 


lease rent, and space size. It may list other 
tenancy information that management or owners 
want to periodically review. This information is 
the base to formulate a plan on what lease rates 
will be offered upon expiration to encourage 
lease renewals. Turnover increases expenses, so 
the renewal offers must be fair to prevent a 
move-out but yet increase property income. 


Residential leases are normally shorter terms. 
Rent control may limit the ability to increase 
rents upon expiration. For commercial 
properties, lease negotiations in progress may be 
a consideration. Additionally, if leases are not 
properly abstracted, money can remain 
uncollected. Abstracting is the process of 
extracting and condensing the most important 
terms and financial clauses of the lease into a 
form that is more easily accessible and 
understandable. As the leases and their abstracts 
are reviewed, the lease language might allow for 
certain common costs to be passed through to 
the tenant. If those costs have not been passed 
through, the property’s revenue will be 
increased by collecting those costs. 


To reduce the loss-to-lease, the plan will outline 
the offers made to lease renewals. This plan will 
bring lease rents upon renewal closer to the 
market rent without suffering vacancy loss. This 
is the narrative that describes the loss-to-lease 
line item of the pro forma. 


Vacancy and collection loss. The marketing 
plan will address the efforts to reduce 


unoccupied space and uncollectable income. It 
will outline the advertising, such as internet 
listing services, broker events, email blasts, 
signage, direct mail, open houses, classified ads, 
site visits, public relations, and other. It also 
describes the delinquent income and processes 
to collect. 


This narrative describes how the vacancy/ 
collection loss of income is projected in the pro 
forma along with the advertising expenses. 


The research to this point can substantiate a 
need for a new rental schedule and indicate the 
increase that the property can attain without 
compromising its competitive strength. In other 
words, if implementation of a new rental 
schedule alone will place the property in a 
condition of highest and best use—enough said. 
However, many properties, particularly 
commercial properties, demand a more 
comprehensive examination of their future 
prospects. 


Data evaluation essentially determines three 
major factors about the property: (1) what 
management direction to take, (2) what 
conclusions are justified, and (3) what 
recommendations will ultimately be made to the 
owner. 


A neighborhood is not a static environment—it 
changes continually, and its changes can affect 
the property in numerous ways. Always examine 
the changing neighborhood conditions, include 


definitions of those trends in the neighborhood 
analysis, and explain why they are occurring. 
Shifts in the number of individuals in different 
age and income groups and changes in 
household sizes indicate population shifts. 
Fluctuating real estate sales prices and rental 
rates, along with the amount of vacant space, 
which are readily ascertained in a physical 
inspection, reflect economic shifts. Differences in 
types of property development (new vs. 
renovated), changes in land value and use, 
rental rates, and vacancy rates are other 
indicators of specific trends. 


A complete and fair perspective is essential to an 
accurate market analysis. Population growth 
often indicates prosperity for a neighborhood, 
leading to higher occupancy, but it can also 
signal the reverse. For example, an excess of 
vacant commercial space may be the result of 
new development in response to increased 
demand or a sign of challenging economic times. 
In established properties, vacancies can signal an 
inability to support retail and other businesses— 
leading to even more vacancy. With the 
numerous sources available for data, it would be 
unwise to predict a change in land value from a 
single statistic. Evaluation of its cause in the 
context of other specific statistics is essential to 
understanding a particular trend and its impact 
on value or even use. 


It’s important to continually monitor current 
trends to know whether conditions are 


improving, staying the same, or declining. These 
trends can signal the need to modify the way the 
property is managed while continuing to meet 
the specific goals and needs of the owner— 
improving conditions may lead to increased 
market rents. Staying the same—perhaps adding 
new amenities for residents and tenants—might 
help retain or improve occupancy. If conditions 
are declining, perhaps improvements to the 
physical aspects of the building may lead to 
other property owners in the area improving 
their buildings—thereby reversing that trend. 
Further, current trends may signal the need to 
project future trends, which lead to a variety of 
new conclusions and recommendations that can 
prepare the property owner for the coming 
changes. 


Issues and concerns 


Some properties require changes in operations or 
some form of physical change. These issues 
would be discovered and investigated in the 
previous sections of the management plan. This 
section discusses those issues and concerns that 
have arisen in the course of the analysis and 
have a negative effect on the NOI. Examples are 
elevating the occupancy level, controlling 
expenses, and bringing properties to their 
highest and best use. 


In analyzing alternatives, consider potential 
operational and physical changes. Operational 
changes are procedural, whereas physical 
changes can range from rehabilitation or 


modernization of the current building to 
outright change in the use of the building or the 
site. 


Potential issues and concerns 


* Deferred maintenance * Income stream 

* Curable functional + Above average 
obsolescence operating expenses 

* Structural defects * Lease contracts 


= |= | 


* Staffing issues * Below market rents 

+ Policies and procedures * Demographic or 

+ Marketing and leasing economic trends 
plan + Low absorption 


Operational changes 

These changes affect procedural methods or 
efficiency but not the physical makeup of the 
property. The net effect is to increase income or 
reduce operating expenses and thereby increase 
NOI. Operational changes range from adopting a 
new rental schedule based on the market 
analysis to using low-wattage bulbs in common- 
area lighting. Strategies to reduce outside service 
expenses include renegotiating contract terms 
with certain service providers, such as elevator 
maintenance, or calling for bids on recurring 
services that are not under contract— 
landscaping or parking lot sweeping. Along with 
reducing expenses, it’s important to keep in 
mind the numerous enhancements and 
improvements of operations as well. Many 
residents and tenants place a value on the efforts 
made to implement sustainable changes to the 
property. Sustainability initiatives attract 
attention and have the potential to increase 


occupancy. It’s important to keep in mind that 
investors will want to see a return for the risk 
they take in greening their assets, for improving 
sustainability, and in achieving particular levels 
of accreditation on the environmental 
performance of their buildings. 


Although the intent of operational changes is to 
reduce operating expenses, the property’s quality 
is what always needs to be maintained. After 
completing the market analysis, it’s important to 
be acutely aware of the services provided at 
competing properties. Recommendations to 
sacrifice a service that is available at a 
comparable property may be more costly in the 
end than the savings achieved. On the other 
hand, examination of the competition may lead 
to the discovery of new methods that will reduce 
operating costs yet preserve or enhance service 
standards. 


Structural changes 

Rehabilitation and modernization can lengthen 
the economic life of a property. Rehabilitation is 
the process of renewing the equipment and 
materials in the building—it entails correcting 
deferred maintenance. Modernization, the 
correction of functional obsolescence, is inherent 
in the rehabilitation process. To make the 
property competitive, similar equipment of more 
modern design will replace the original 
equipment. New carpeting, wood floors, 
upgraded electrical service, Wi-Fi, equipment 
that is more energy efficient, or any other 


physical improvement that does not affect the 
use of the property can be rehabilitative. The list 
of possibilities in this arena is virtually endless. 
When physical changes are proposed, the 
management plan must include an expense 
budget and/or a capital budget showing the 
allocation of funds for the changes and the 
anticipated return on investment, impact on 
NOI, cash flow, and property value. The owner 
may also require an analysis of debt service—if 
the funds are borrowed—and cash flow. 


Changes in use 

A recommendation to change the use of a 
property must be well founded because changing 
the property is complex and expensive, and 
therefore, not typical. However, the rewards of a 
successful change in use are often substantial. 
Once a change of use is implemented, reverting 
to the original condition is clearly difficult. The 
property owner should carefully weigh the 
anticipated improvement in performance 
expected from a change in use against the risks 
of that change. The most common changes 
include adaptive use, condominium conversion, 
and demolition for new development. 


Adaptive use 

Adaptive use (or recycling) of existing structures 
is usually more economical than building new 
structures. Capitalizing on an existing shell and 
foundation eliminates the cost of demolition and 
part of the cost of new materials. Old factories, 
warehouses, train stations, and post offices have 


gained new life as offices, shopping centers, 
apartments, and entertainment complexes— 
some office buildings have become hotels and 
condominiums. 


Adaptive use is a way to reduce development 
costs to meet new market demands, preserve 
historical architecture, or revive a location that 
is not achieving its highest and best use. A 
recycled building may not achieve the same rent 
per square foot as a new one, but the initial costs 
are lower and the debt service requirements are 
usually less. Adaptive use projects make sense 
when cash flow per square foot will be greater 
than the cash flow from the original use. Old 
buildings, whole city blocks, and even sections 
of towns have been preserved and made 
profitable through adaptive use. 


Condominium conversion 

The primary advantage of condominium 
conversion is the potential to achieve a high 
profit in a short time. The appeal is even greater 
when cyclical changes or market conditions 
cause increases in financing costs, which always 
reduces cash flow. Converting a rental property 
to condominium ownership allows the original 
owner to recapture their investment, pay off the 
mortgage, and keep any excess funds as profit. If 
rent control restricts a property owner’s ability 
to increase rents to market levels, condominium 
conversion may circumvent the potential loss of 
income, although current renters may have the 
right to remain despite the conversion. Review 


of state and local laws regarding condominium 
formation and conversion is essential to 
determine the feasibility of a particular 
conversion. 


Although condominium conversion was once 
limited to apartment buildings, the concept has 
extended to other property types—even parking 
lots in congested metropolitan areas are sold by 
the parking space. The success of a 
condominium conversion depends on the 
adaptability of the building to the form of 
ownership. In most cases, the building and all of 
its components must be in the best possible 
condition for the property owner who is doing 
the conversion to achieve the greatest possible 
return on their investment. The property owners 
must also consider the fact that a condominium 
is a long-term financial commitment for the 
buyer—a prospective owner is usually more 
selective than a prospective renter. It’s important 
to understand that investors think about selling 
their assets even at the time they are buying 
them—they need to perform due diligence, which 
ensures that the offering statement does not 
misstate or omit pertinent information during 
the examination of a property. Owners 
understand the properties they’re investing in 
and the investment classes they intend them to 
be. In fact, owners should set goals for the 
property as soon as possible. They determine the 
projected sales price they might obtain from 
another investor or converter and whether doing 
the conversion themselves would be most 


profitable or even possible, considering their 
skill sets. Market conditions may require the 
reverse as well. 


Demolition for new development 

Demolition may seem to be an easy alternative, 
but it can be very expensive. The cost of 
demolishing a building along with the cost of 
building a new one increases the necessity for 
the new structure to generate a high level of 
income. In some cases, a proposal to demolish a 
building—even if it is in serious disrepair—can 
lead to a public outcry and tarnish the image of 
the new structure. For instance, if a site is listed 
in the National Register of Historic Places, 
demolition of the building is prohibited. The 
decision to demolish an old building and replace 
it with something new requires thorough review 
of more than the financial aspects. The impact 
on the neighborhood and the possible loss of 
goodwill are also important considerations. In 
addition, the new building would need to 
conform to today’s building codes and standards; 
that is not always required with minor 
remodeling of existing buildings. 


In the effort to improve the performance of a 
property, investigate the range of possible 
changes and evaluate their anticipated effects— 
in other words, conduct an analysis of 
alternatives. The intent of the changes proposed 
in this section of a management plan is to 
increase NOI, which is the tangible and 
measurable benefit of the investment in the 


property, and thereby to increase the property’s 
value. Each proposed change carries with it a 
cost, so the analysis will compare the costs and 
the benefits of each proposal or combination of 
proposals made in the analysis of alternatives. 


In some instances, improvements to real 
property may preserve value rather than 
increase income—upgrading an HVAC system 
and replacing a roof are examples. Ignoring the 
needed improvement could result in decreased 
rents, lower occupancy, increased operating 
expenses, and a lower property value. Preserving 
value and the capital invested in the real estate 
are important to every investor. Such 
investments in capital improvements also 
warrant a cost-benefit analysis because their 
costs may be factored into rents or result in 
reductions of operating expense increases—and 
the owners will need to know how long the 
payback period will be until they recoup their 
investment. Some capital improvement projects 
are the financial responsibility of the owner, 
while others can be passed through to the 
tenants—raising operational expenses that the 
tenants pay. 


Sound judgment and financial evaluation will 
help select those problems that, when solved, 
have the greatest impact on the bottom-line NOI 
and therefore the success of the investment. 


Analysis of alternatives 
Because changing a property always involves 


costs, the amount and extent of the costs depend 
on the scope of the changes. Establishing a new 
accounting procedure, or other operational 
change, might only require training of staff and 
replacement of certain software—regardless, 
these have measurable costs. Rehabilitation and 
other structural changes are costly and can cause 
interruption of part or all of the rental income 
while the work is done. Even a recommendation 
to maintain the status quo has to be justified 
financially. 


In order to determine whether a specific 
recommendation will improve the property’s 
income, a cost-benefit analysis will need to be 
conducted, which involves the evaluation of 
each alternative to ascertain which would yield 
higher levels of NOI and cash flow than the 
property would yield if left unchanged. 
Recovering the costs of making the change, plus 
any financing, is also an issue. Clearly, the 
benefit of increased NOI and property value 
must outweigh the cost if a recommendation is 
feasible. To determine this, the payback period 
will need to be evaluated—the amount of time 
for the change to pay for itself. This is a return 
of the investment. 


Additionally, an analysis of the return on the 
investment is also conducted. The highest 
returns to the owner would be recommended. 
The cost-benefit analysis should also show the 
potential increase in property value from the 
improvement as well as available cash flow each 


year. A capitalization rate is applied to the NOI 
upon disposition to determine terminal value. 
(Exhibit 5.4 shows an example of a cost-benefit 
analysis.) 


To complete the analysis of each alternative, the 
processes of the financial description would be 
repeated. 


Exhibit 5.4: Sample cost-benefit analysis calculation 


The real estate manager of a 30-year-old apartment building discovers that 
residents in the neighborhood tend to pay higher rent for apartments with new 
kitchen appliances. While the refrigerators and ovens in the 50 units at the 
subject property are as old as the building, they still operate well. However, new 
appliances and built-in microwave ovens are standard equipment in comparable 
buildings nearby. If replacing appliances will cost $2,000 per apartment, or 
$100,000 for the entire building, suppose further that the improvement will 
allow an increase in rent of $50 per apartment per month and that the property 
historically has had 90% occupancy (45 leased units out of 50). The payback 
period, return on investment (ROI), and increase in property value would be 
calculated as follows: 


$2,000/apt. x 50 apts. = $100,000 total cost of improvements 

$50 additional rent x 45 leased units = $2,250/month additional income 
$100,000 total cost + $2,250 per month 

= approximately 44 months (payback period) 


$2,250/month x 12 months = $27,000 additional annual income as NOI 
$27,000 increase in NOI = $100,000 improvement cost 
= 27% return on investment (ROI) 


$27,000 increase in NOI + 0.10 (cap rate) = $270,000 increase in prop. value 
$270,000 increased value — $100,000 improvement cost 
= $170,000 net increase in value 


The calculation assumes the improvement cost is paid in full by the owner or 
from reserve funds accumulated for the purpose. Whether a 44-month payback, 
period is reasonable or feasible depends on the owner's expectations of the 
property. The possibility of a higher occupancy rate may reduce the payback 
period to less than 44 months. Operating expenses may also decrease because 
of lower repair expenses, which may reduce the payback period even more. 

The owner also benefits from a cost recovery deduction for the improvement 
(depreciation), which reduces the owner's tax liability on the income from the 
property. 

On the other hand, if the owner financed the improvement cost, the debt service 


on the loan would reduce the total annual revenue, the increase in property value, 
and the owner's return on investment. The payback period would increase, 


Comparison grid 
The proposed changes may affect the rental rates 


and may even change the comparables. If there 
are extensive capital improvements proposed 
that would lift the property to a new grade level, 
a new set of comparables should be added to the 
comparison grid to determine gross potential 
rents. 


Pro forma 

A pro forma is prepared to project how the 
property will operate financially into the future. 
This would include all improvements to income 
and/or reduction in expenses. 


Current market value 
- Cost of sale 


- Current loan balance 


= Cash-out potential 


+ Capital improvements 


= Current equity 


Current value and equity 

NOI of the property changes when analyzing 
alternatives. Therefore, the property value 
increases, and the new value needs to be 
calculated and discussed. While the loan balance 
remains the same, capital improvement dollars 
invested to fund the alternative recommendation 
must be accounted for as the investment 
increases the equity position in the property. 


Loan analysis 

With the increase in NOI, the loan-to-value ratio 
and debt coverage ratio also change. This may 
change a negative leverage to a positive leverage 
by improving the returns to the owner. 


Owner returns 


It is hoped that the returns to the owner will 
improve with the alternative(s). The returns are 
discussed, with most emphasis on internal rate 
of return. 


Recommended course of action 


Summarize the courses of action that were tested 
and explain how the recommendation is 
consistent with owner goals. The returns are 
compared to continuing the property in its 
current condition vs. making an alternative 
change. The highest returns will be 
recommended. 


If an alternative is recommended, the 
management plan would include an 
implementation time line. The time line will 
discuss timing of all construction, operational 
changes, and rent increases. Any recommended 
leasing or marketing efforts to achieve the 
recommended result are outlined. If capital 
improvements are a part of the recommendation, 
the financing of those expenditures are discussed 
and how they are paid—whether out of cash 
flow, refinance, owner cash contribution, or 
other. The potential risks and exposure of the 
recommended course of action must also be 
discussed. 


If the recommendation is to do nothing and 
continue to manage the property in its current 
condition, the management plan should offer 
suggestions on potential future improvements, 
operating expense assumptions, marketing and 


leasing to achieve market rents, and a plan to 
reduce the loss-to-lease. 


Finally, while the conclusion and 
recommendations may be sound and easily 
undertaken, property owners will ultimately 
make the final decision based on their personal 
financial goals, desired holding period, or other 
factors. Determination of the highest and best 
use, however, is a necessary exercise that, while 
perhaps not immediately implemented, will 
make small changes or improvements that may 
help guide future decisions. 


Management plans can be long and complex, so 
there are certain ways to make the plan easier to 
follow. For instance, recapping the major 
conditions that affect the property and including 
a summary of the primary recommendations are 
helpful ways to make the document clear and 
concise. Essentially, the management plan 
should include the rationale for specific changes 
and the expected results, along with a clear 
statement of the anticipated long-term financial 
performance—the effect on the bottom line. The 
main objective is to be sure the owner 
understands the reasoning behind the 
management plan. 


Executive summary 

An executive summary is prepared when the 
plan has been completed. This summary will 
highlight the salient points of each section. The 
executive summary is placed at the beginning of 


the plan and will help guide the owner through 
the plan. 


Recommendations that relate to only one area of 
the property’s operation may not require a 
complex management plan. For example, a 
market analysis may suffice to assess the 
condition of a property and recommend 
maintaining the status quo. However, any 
proposed change, including a change in rental 
rates, requires a cost-benefit analysis. 


Summary 


The management objectives of each owner for 
each asset will always be unique, but a well- 
written management agreement and 
management plan will spell them out. Both 
documents are integral to defining how the 
property should be managed and the 
responsibilities for both the real estate manager 
and the property owner. Both documents should 
be considered carefully and in great detail to 
ensure the future success of the business 
relationship. Because the management 
agreement is a formal contract, it should clearly 
outline the real estate manager’s responsibilities 
and the owner’s obligations, while authorizing 
the manager to operate the property on the 
owner’s behalf. 


It’s important to remember that the owner is 
ultimately responsible for the property. The real 
estate manager must know how to assess a 
property’s potential and how to explain that 


assessment through a management plan. 
Evaluation of the data on the region, the 
neighborhood, and the property itself forms the 
basis for an analysis of the property’s current 
market position. Assessment of the property’s 
structural integrity, operating history, rent 
levels, and other factors indicates whether 
change is necessary to bring the property in line 
with market demand. Every change proposed to 
improve profitability involves a cost, which must 
be evaluated. Altogether, preparing clean, well- 
organized documents is essential for maintaining 
a strong sense of professionalism and 
establishing the foundation for a professional 
career in real estate management. 


1 Agency relationships and independent contractors are not 
mutually exclusive. Most companies are independent 
contractors and legal agents for the property owner. 


2 Operating accounts are accounts from which property 
invoices are paid and rents are deposited. These can be trust 
accounts or a regular account over which the real estate 
manager has signature authority. 

3 This is an evolving issue with the predominance of 
property management software, which allows the owner to 
have access to all records at any time. The real estate 
manager should include in the agreement that, if the owner 
pulls information from the property records during any 
accounting period, the owner understands that they are 
viewing unadjusted records that may need to be changed 
prior to the issuing of financials. 


Chapter 6: 
Financial management 


Financial management goes beyond simple 
recording and reporting. It includes well- 
informed income and expense projections in the 
form of operating budgets and analyses of any 
variances. These reports serve as a basis for 
analyzing the efficiency of property operations 
and help drive profitability. In a world of fiscal 
transparency standards and competing 
institutional asset investors, real estate managers 
must adopt business practices from the financial 
services industry. Though it may sound 
challenging, operators are assisted by technology 
to streamline decision making and operations, 
enhance performance, and optimize investor 
returns. With the popularity of revenue 
management models, even more data points are 
available for analysis beyond the traditional 
operating reports. 


Income and expenses must be promptly and 
accurately recorded in order 

to relay the financial status of the property to 
the owner. Most of a property’s income is 
received in the form of tenant rent payments. 
These are known as accounts receivables. Owners 
may also receive ancillary income from items 
like storage, parking, and pet fees. Expenses 


come in the form of payments made to service 
providers, municipalities, and lenders required 
to own and operate a property. These are known 
as accounts payables. For most income-producing 
properties, cash receipts and expenditures relate 
to one of three categories: (1) normal day-to-day 
operations (recorded in the income statement), 
(2) reserves (that may include capital 
improvement costs), or (3) security deposits 
(recorded in 

the balance sheet as a liability). 


Funds received and disbursed should be 
recorded in a property management software 
solution—a business intelligence system that 
integrates property tasks, compiles property data 
to analyze asset performance, and produces 
reports to be shared with the property owner(s). 
Upon review of receipts and disbursements, 
there may be operational items that need to be 
changed or improved to help increase the net 
operating income (NOD. 


Income 


- Reserves & cap imp 
= tax, 
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flow 


Cash flow chart 


For any income-producing investment, the 
measure of its success is the amount of return to 
the investor. For rental real estate, the most 
important measures are NOI and the cash flow 
that results from efficient operations. NOI and 
cash flow are derived from many contributing 
factors and events. There are specific terms used 
by the real estate management industry to 
identify the various types of income and 
expenses relative to cash flow. These terms will 
be discussed in detail throughout this chapter. 


Income 


The first step in computing cash flow is to 
determine gross potential income (GPI). GPI is the 
maximum rent that can be derived from 100 
percent occupancy at full market rent over the 
course of a financial period, typically one year. 
Market rent is defined as the price a resident or 
tenant will pay for an apartment, office space, 
retail space, or industrial space in the open 
market. To determine GPI, assume that all 
spaces or units are occupied, all rents are at full 
market rate, and all rents are paid in full and on 
time. 


An asset’s GPI shows what could be achieved if 
all spaces or units were generating market rent. 
This number is seldom achieved, of course, 
largely because some space is subject to existing 
leases. For example, an office building may have 
several leases with, say, five years to maturity 


that were negotiated when rents were lower. 
Even though the owner will not likely receive 
market rent for this space for five years, in the 
calculation for GPI the figure is reported at 
market rent and then modified by a deduction 
known as loss-to-lease, which is the next line 
item in the pro forma statement of cash flow. 


Gain- or loss-to-lease 

The amount of income gained or lost due to 
rental rates being higher or lower than the 
maximum market rents (or GPI) is loss-to-lease. 
This measurement is important when evaluating 
a property in a rising market to project future 
rent increases. For example, consider an 
apartment building that has ten leases. Last year, 
they all rented at $1,000. At the start of this 
year, the market rent (GPI) rose to $1,200. 
However, only six of the leases were up for 
renewal at the start of this year. Those six rented 
for $1,200. The other four under the old lease 
continued to rent at $1,000. As a result, the loss- 
to-lease comes out to $200 per month for each 
of the four leases. The opposite can happen with 
gain-to-lease if the existing rents are greater than 
market rents. This tends to occur during the 
recession phase of the business cycle after 
periods of overbuilding add new product to the 
market in excess of market demand, creating 
high vacancies and the need for a market 
adjustment. 


Market rent @ $1,200 


Actual rent @ $1,000 


Vacancy, concessions, and collection loss 
The actual rent received is rarely equal to the 
GPI. Vacant space produces no income. Even in 
strong rental markets real estate investors and 
lending institutions rarely underwrite a property 
assuming 100 percent occupancy. Most assume 
that 5 percent of the total building space will be 
vacant at a given time during the month. To fill 
vacancies, real estate managers offer 
concessions, usually in the form of free rent to 
incentivize residents or tenants to sign leases. 
Even though real estate managers screen 
residents and tenants to ensure they are 
financially able to pay rent, shifts in both 
personal and economic conditions sometimes 
lead to scenarios where residents and tenants are 
unable to pay rent. Rents not collected represent 
lost or delayed income. In the cash flow chart, 
vacancy, concessions, and collection loss is 
subtracted from GPI to indicate the actual 
amount of rental income for a given reporting 
period—usually a month. This is referred to as 
the net rent revenue. 


Gross potential income (GPI) 
- Loss-to-lease 


- Vacancy, concessions, and collection loss 


= Net rent revenue 


Two types of vacancy 


L Physical vacancy is the percentage of units (apartments, office suites, store 
spaces) that are unoccupied but are available for lease. 

2. Economic vacancy is the percentage of units that are not producing income. In 
addition to physical vacancy, economic vacancy includes the following: 

+ Space that is leased but does not yet produce income. A resident may rent an 
apartment in August, but the rent payments may not begin until October. 
Commercial space is often leased in an unfinished condition (tenant im- 
provements must be completed in order to occupy the space); rent payment 
(which may include reimbursement of tenant improvement costs) usually 
begins after construction is complete and the tenant moves in. 

+ Delinquencies. If a resident or commercial tenant is behind in rent payments, 
the unit or space is classified as occupied, but it is not producing income. 

+ Leasable space that is used for other purposes or is otherwise unleasable. This 
includes spaces used as models for leasing purposes, manager offices, or 
storage space; apartments provided as compensation to staff members who 
live on-site; and apartments or commercial spaces that are not in fit condi- 
tion to be leased or occupied. 


Miscellaneous income and expense 
reimbursements 

Although the cost of rent provides the vast 
majority of income, most income-producing 
properties receive some additional or ancillary 
income. Income derived from sources other than 
scheduled rent (e.g., coin-operated laundry 
equipment, vending machines, late fees) is 
categorized as miscellaneous income (or 
unscheduled income). Other related sources of 
income include installations (e.g., air rights, 
interior building wiring, telecom antennas), pet 
fees, leased storage space, storage lockers, 
parking, or garage rental. Unscheduled income 
may also include previously unpaid rent that is 
recovered after a resident or tenant no longer 


occupies the rental space, usually after the 
matter has been turned over to a collection 
agency or an attorney. In addition to these 
unscheduled payments, 

expense reimbursements like pass-through 
operating expenses— 

common area maintenance (CAM), insurance, 
and taxes that the owner charges to commercial 
tenants with triple net leases—are taken into 
account as miscellaneous income. Residential 
reimbursements might include bill back for 
water, electric, gas, or other expenses designated 
in the lease. 


Effective gross income is calculated by taking the 
net rent revenue and adding the miscellaneous 
income and the expense reimbursements. 
Effective gross income represents the actual 
money a property collects to pay for operating 
expenses, debt service, and investor 
distributions. 


= Net rent revenue 
+ Miscellaneous income 


+ Expense reimbursements 


= Effective gross income (EGI) 


Operating expenses 

Any expense associated with products or services 
required in the operation of the building is the 
property’s responsibility to pay. Everything 
related to maintaining the condition of the 
property and providing services to its occupants 
(with the exception of debt service) fits into the 
category of operating expenses. Such items 


include payroll, office supplies, maintenance, 
repairs, groundskeeping, utilities, decorating, 
and security. Owner expenses such as insurance, 
real estate taxes, and fees for legal and 
accounting services are also considered 
operating expenses, and they are passed through 
to the tenants in some cases, as typically seen 
with triple net commercial leases. With the 
exception of utilities billed back to residents, 
apartment owners typically have to absorb the 
operating expenses. (The section on accounting 
discusses categories of expenses in more detail.) 


One objective of tracking operating expenses is 
to calculate how much of the effective gross 
income remains after payment of the bills; this is 
known as the operating expense ratio. It is 
calculated by taking the total operating expense 
and dividing it by the effective gross income. It 
is important to keep this figure at a consistently 
high level. Real estate managers and owners 
compare operating expenses as a percentage of 
effective gross income to industry statistics—a 
measure of the effectiveness of the financial 
management of the property.1 


Net operating income (NOI) 

The remainder, after deducting operating 
expenses from effective gross income, is the NOI— 
an objective measure of the financial 
performance of the asset. Overall property value 
is a ratio of NOI and capitalization rate; 
therefore, higher NOI produces greater property 
value. Maximum NOI is achieved through 


optimization of income while controlling 
expenses. Any variance in effective gross 
income, operating expenses, or both will cause 
NOI to vary. 


= Effective gross income (EGI) 


- Operating expenses 


= Net operating income (NOI) 


Annual debt service (ADS) 


An owner’s performance evaluation of a 
property does not end with NOI. The annual debt 
service (ADS) obligation of a property—the 
amount required to repay the mortgage—is 
deducted from NOI. Although this amount is a 
recurring expense, it is not an operating expense. 
An owner will want to know if a property will 
generate enough cash to service the debt and 
provide a satisfactory return on their investment. 


Reserves and capital improvements 


A reserve fund is money regularly set aside to pay 
future expenses. If this money comes from the 
income of the property, it is deducted from NOI. 
A reserve fund is commonly used to pay for 
major capital expenditures (e.g., boiler or roof 
replacement). Regular operating expenses are 
generally paid from monthly receipts. 


The reserve fund can be kept in an interest- 
bearing checking or money market account. If 
the reserve fund earns interest, some real estate 
managers use that interest to accumulate funds 
for operating expenses that are not paid 


monthly. 


The lender will normally require an escrow for 
real estate taxes and insurance. These escrows 
do not earn interest; however, an owner may 
choose to self-escrow for the two accounts in an 
account that earns interest. When taxes and 
insurance are paid from an escrow, they are then 
recorded as an expense on the operating 
statement. Real estate taxes and insurance 
premiums are often due only once or twice a 
year. Prorating the amounts and accumulating 
funds on a monthly basis means the money will 
be available when the payments are due, and 
cash flow will remain fairly constant from month 
to month. Any payments for operating expenses 
made from the reserve fund should be recorded 
as such. 


Specific amounts deposited into the reserve fund 
for capital improvements can be a set percentage 
of effective gross income or NOI. Because 
deposits to the reserve account are usually for a 
predetermined purpose—such as replacing major 
equipment in five years or remodeling 
apartments according to an established schedule 
—the periodic payments into this account can be 
budgeted as a set amount. With commercial 
properties, reserves are sometimes paid by the 
tenants through their operating expense 
reimbursements and are to be used for major 
capital expenditures. There is an obligation to 
account for those funds to the tenants who may 
have contributed. For example, if the funds are 


not spent (or not entirely spent) in a 
predetermined period, the owner may need to 
return those unused funds to the tenants, 
depending upon the specific lease language. 


Developing a reserve for capital expenditures 
usually requires accounting for the funds on a 
capital expenditure report and a ledger. The 
expenditure is paid as a check drawn on the 
reserve account. It should be noted that money 
put away for reserves still represents profit and 
is taxable to the investor. There also may be 
different perspectives on the adequacy of reserve 
funds and their disposition. The availability of 
reserve funds is extremely important and subject 
to negotiation in establishing the management 
agreement, or as a requirement in commercial 
tenant leases. Most institutional lenders mandate 
the amount of reserves a borrower is required to 
maintain in their reserve accounts. They also 
dictate how the funds can be used. 


Before-tax cash flow (BTCF) 


The amount remaining after subtracting debt 
service and capital expenditures, reserves, and 
leasing fees (for commercial properties) from 
NOI is the before-tax cash flow (BTCF) the 
property generates. Cash flow can be looked at 
as the profits an investor makes and one 
measure of return on investment (ROD. However, 
similar to other types of income, the investor 
must pay taxes on the money earned from the 
investment. This is why it is referred to as 
before-tax cash flow. 


= Net operating income (NOI) 

- Annual debt service (ADS) 

- Capital expenditures/reserves 
= Before-tax cash flow (BTCF) 


Return on investment 

Investment return may be expressed in dollars 
(cash flow) or as a percentage. The percentage 
rate is often referred to as return on investment 
(ROI) or cash-on-cash return. The cash-on-cash 
rate of return is calculated by relating the 
annual BTCF from the property to the dollar 
amount of the owner’s initial cash investment 
known as equity. The formula follows: BTCF + 
initial cash investment = cash-on-cash return. 


If an investor purchases a property with 
$100,000 down and the property produces an 
annual BTCF of $10,000 annually, the result is a 
10 percent return. 


$10,000 (BTCF)/ $100,000 (initial cash 
investment) = 10% (return) 


The same formula can be used to calculate ROI 
based on pretax or after-tax cash flow. This is a 
very basic description of the calculation of ROI. 
For many real estate owners, the calculation is 
more complicated; such calculations are studied 
extensively in the IREM Certified Property 
Manager (CPM®) courses on investment real 
estate financing and valuation. 


Income tax 


Real estate managers are not responsible for 
calculating the tax paid on the income generated 


by a managed asset. However, due to the 
growing complexity of income taxation and its 
effect on real estate ownership, a basic 
understanding of taxes is needed. Income taxes 
on profits from real property ownership usually 
are levied against the individual investor’s 
personal income. Stated very simply, if an 
owner’s taxable income from a property is 
$10,000 and that amount is subject to tax at a 
28 percent rate, the amount of tax owed is 
$2,800 ($10,000 x .28). Assuming a BTCF of 
$15,000, the after-tax cash flow would be 
$12,200 ($15,000 — $2,800). Because each 
individual’s tax obligations are different, only an 
estimate of BTCF can be calculated. Professional 
tax accountants and attorneys can best advise an 
owner regarding the taxes on investment income 
and the resulting after-tax cash flow. 


A summary of the cash flow chart is shown in 
Exhibits 6.1 and 6.2. 


Exhibit 6.1: Calculating cash flow 


The cash flow chart may also be presented as shown here. As indicated, some 

of the expenses are market forces, while others are owner decisions. This more 
detailed format lists loss items separately and accounts for pass-through expense 
reimbursements (typical for commercial properties) and reserve funds. 


Gross potential rental income 
+l- Gain/loss-to-lease 
— Vacancy and collection loss 


= Netrent revenue 
+ Miscellaneous income 
+ Expense reimbursements 


= Effective gross income (EGI) Market 
— Operating expenses 


= Net operating income (NOI) 
— Annual debt service (ADS) Investor 
— Reserve funds and capital expenses decisions 


=  Before-tax cash flow 
— Income tax 
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Debt service considerations 


The amount of the annual debt service depends 
on how much cash the owner used to purchase 
the property and the terms of the mortgage loan. 
The property owner may ask for an evaluation of 
the loan terms—based on current rates in the 
market—to consider whether the owner or the 
property could benefit from refinancing the 

debt. Fiduciary responsibilities to the owner 
include evaluating alternatives and making 
recommendations to increase an owner’s return. 


Depending on the current market, an owner may 
be able to refinance an existing loan at a lower 
interest rate, for a longer term, or for a larger or 


smaller principal amount. Sometimes refinancing 
will lower the amount of periodic debt service 
payments, thereby increasing the BTCF and 
producing a higher return on the owner’s 
investment. Taking equity out of one property 
allows the investor to diversify holdings and 
perhaps purchase an additional property for the 
management portfolio. Conversely, some 
investors prefer to be more conservative and 
keep the equity in their property as high as 
possible. Therefore, it is extremely important to 
know the owner’s investment style. 


Debt coverage ratio (DCR) 

DCR is a metric used to measure a property’s 
income in relation to its debt obligation. To 
calculate the DCR, take the NOI of a property 
and divide it by the ADS. A debt coverage ratio 
number above 1 indicates the property generates 
enough income to pay its debt service. A debt 
coverage below 1 indicates that a property does 
not generate sufficient income to pay its debt 
service. In today’s market, most lenders will not 
provide a loan unless they feel a property can 
generate a DCR between 1.25 and 1.35. This 
varies slightly depending on the risk profile of 
the property. 


NOI + debt service = DCR 
$125,000 + $100,000 = 1.25 


Loan-to-value (LTV) ratio 
The LTV ratio is a lender’s test to ensure that the 
loaned funds are secured by the value of the real 


estate. It compares the amount of the loan 
principal to the market value of the property. 
The lower the LTV ratio, the lower the risk to 
the lender. Most lenders specify a maximum LTV 
ratio for the loans they provide. 


Loan amount + value = LTV ratio 
$100,000 + $200,000 = 50% 


Regardless of the property’s price and whether 
the owner purchased the property with cash or 
borrowed funds, the property’s NOI will be the 
same. The constancy of the NOI of an income- 
producing property, therefore, makes that sum a 
definitive measure of the property’s market 
value. Because of that constancy, the value is 
easily measured against that of the property’s 
competition as well. 


Property valuation 


Maximization of NOI, regular repayment of debt 
service, and satisfactory return on the 
investment while maintaining or improving the 
physical property will help the real estate 
manager achieve the owner’s goals, thus 
becoming more valuable and more likely to 
retain and grow business with the owner. The 
level of NOI represents more than the owner’s 
ROI—it directly affects the value of the property. 
It’s important to have a continued focus on the 
greater success of the properties. Do not ignore 
required maintenance or raise the rent strictly in 
pursuit of increasing NOI to satisfy the owner. 
Eventually this strategy will result in major 


deferred maintenance or higher vacancy rates. 


Income capitalization approach 


One method of calculating the estimated market 
value of income-producing real estate is the 
income capitalization approach. To effectively use 
this method, first derive the market 
capitalization rate for the asset class and market. 
This information can be obtained by talking with 
investment sales brokers, reviewing market 
update reports, and looking at recent sales 
comps. 


Using the income capitalization approach, 
estimated market value (V) is calculated by 
dividing the annual NOI (I) by a capitalization 
rate (R) as indicated in the equation that follows. 
The capitalization rate or cap rate is a decimal 
constant. Real estate managers use the IRV 
formula shown below when working through the 
income capitalization approach. 


e CLE Next year's stabilized net operating 
income (NOI) 


Rate (R) Capitalization rate, or measurement of 
risk that is market-driven 


Amount the property would fetch ina 
normal market 


To complete the calculation, two of the three 
values in the IRV formula must be known. The 
formula can be flipped depending on the 
information available. Here are the different 
calculations using the IRV formula. 


Income (I) + Rate (R) = 


Income (I) + 


Rate (R) x = Income (1) 


As an example, if the cap rate is 6 percent and 
the annual NOI of a 

property is $100,000, the property’s estimated 
market value is $1,666,667 ($100,000 + .06 = 
$1,666,667). The same property valued with a 5 
percent cap rate ($100,000 = .05) has an 
estimated value of $2,000,000. The lower the 
cap rate, the higher the value. The higher the 
cap rate, the lower the value. 


Conversely, if a neighboring property sells for 
$2.4 million and has an 

NOI of $150,000, the cap rate can be determined 
($150,000 / $2,400,000 = 6.25 percent cap 
rate). If a property is similar in type, size, 
amenities, and so on, using 6.25 percent as a cap 
rate to value, the similar property would be a 
fair estimation of its value. 


Investors and brokers use cap rates to determine 
the potential return that a property will produce. 
An owner whose goal is to preserve value has a 

much different (usually lower) expectation of an 
ROI than one whose goal is capital appreciation. 


The cap rate for a specific property depends on 
the property type, recent sales of comparable 
properties in the area, and market conditions, 
including interest rates. Variations in the cap 


rate have major effects on value—which declines 
as the cap rate rises.2 Cap rates are determined 
by the market, not the investor. Therefore, a real 
estate manager can influence value only by 
improving a stabilized NOI, not by adjusting the 
cap rate. 


When the same cap rate is used in a comparison 
of similar properties in a market area, the 
property with the highest annual NOI will have 
the highest estimated market/property value. If 
the NOI of a property decreases and the cap rate 
does not change, the property value will 
decrease—this is in addition to the reduction in 
periodic income resulting from the lower NOI. 
On the other hand, any factor that helps to 
increase NOI also increases property value. For 
example, a rent increase of $100 per month on 
one leased space equates to an additional $1,200 
annually to NOI. Market and/or property value 
is calculated based on twelve months of revenue. 
At a 6 percent cap rate, that increase in rent 
improved the property’s estimated market value 
as follows: 


$1,200 ($100 x 12 months = $1,200) + .06 = 
$20,000 


Impacting property value 

The following demonstrates a dramatically 
positive financial impact that the real estate 
manager wields in impacting the value of a 
property: 


For example, a two-hundred-unit apartment 


building with an NOI of $500,000 and a cap rate 
of 8 percent yields a value of $6,250,000. A rent 
increase of $10 per month each month from 
each unit will boost the value of the property 4.8 
percent [($10*200 = $2,000*12)/.08) = 
$300,000/$6,250,000] to $6,550,000 ($300,000 
+ $6,250,000). 


Accounting systems 


There are a number of sophisticated property 
management software systems used to record 
accounting activity. Most allow tenants the 
ability to pay rent, submit work orders, and 
review their account statements using online 
portals. This cuts down on administrative tasks 
and allows real estate managers the ability to 
focus on more high-level analysis of the financial 
information being recorded. Most software 
systems have corresponding apps that can be 
downloaded on smartphones. This allows the 
real estate manager the ability to access critical 
information when out in the field at properties. 


Chart of accounts 


The best way to ensure accuracy and consistency 
in accounting is to establish a chart of accounts 
(Exhibit 6.3), which usually has account 
numbers or codes for specific categories of 
income and expense. No chart of accounts is 
definitive—most buildings have unique features 
that require separate categories, entries, or 
subentries. Generally, the type of property and 
its size affect the scope of a chart of accounts. 


Depending on the level of detail desired, income 
and expense categories can be grouped under 
general headings or subdivided further. A 
detailed chart of accounts usually provides 
account codes for security deposits, reserve 
funds, and debt service payments. The chart can 
identify all income and expense items for a 
property because specific capital expenditures 
may also have separate account codes. Real 
estate managers use this information not only for 
purposes of accounting but also for reporting to 
the owner and others as well as for preparing 
accurate budgets. When developing a chart of 
accounts for a new property, some real estate 
managers seek advice from professional 
accountants to ensure they identify all of the 
separate accounts that a specific property needs. 


When real estate managers submit invoices to 
their accounting teams to pay, they will assign a 
general ledger (GL) code. This helps the 
accountant identify which income or expense 
account to book the entry. This carries through 
to the monthly accounting reports, most 
commonly seen on the general ledger, income 
statement, and cash flow statement. Real estate 
managers also use these codes when creating 
their annual operating budgets. 


Exhibit 6.3: Common categories for a chart of 
n 


nt fee andjadministrative costs 
6100 Paykiiaedtrelated expenses 


6220 Bilge f@ats, electricity, telephone) 


6360 Cheaning income 
6460 Rēdintahance and reppirs 


6170 Security 

6180 Groundskeeping 

6190 Water and sewer 

6200 Rubbish removal 

6210 Snow removal 

6220 Interior painting and decorating 
6230 Recreational amen|ties 

6240 Real estate tax 

6250 Advertising and prpmotion 
6260 Insurance 


These major categories are usually divided into subaccounts 
to facilitate tracking of specific income and expense items. 


Accounting methods 


Regardless of the type of accounting system 
used, one method of accounting must be agreed 
upon to ensure consistent, accurate, and easily 
understood financial records and reports. The 
entire accounting and reporting system usually 
conforms to one of the following two methods: 
(1) cash-basis accounting, which records income 
when it is received and payments as they are 
made, and (2) accrual-basis accounting, which 
records income when it is due and expenses 
when they are incurred, but the records may not 
reflect actual receipts and disbursements. Some 
real estate managers use a modified cash system 
in which expenses that are not due monthly 
(insurance, taxes) are accounted on an accrual 
basis. When using such a mixed system, the 


records of NOI should be adjusted to reflect the 
partial accruals. 


Managing cash inflow and 
outflow 


One of the main responsibilities in real estate 
management is collection and deposit of rents 
and other regular property income into a 
checking account maintained exclusively for the 
payment of property operating expenses. Any 
monies intended for security deposits or 
property replacement reserves are deposited into 
a separate account that is not used for operating 
expenses. This basic fiduciary responsibility is 
routine but very important because 
misappropriation or errors can have drastic and 
long-lasting effects. It is important to understand 
how to properly account for income and 
expenses for licensing, tax, and lease 
requirements, while staying in line with the 
owner’s preferences. Records of income and 
expenses must be accurate because these records 
are the basis for disbursing funds to the owner 
and filing income taxes. For obvious reasons, 
these records must also be consistent to avoid 
duplications and omissions, verify budget 
projections, and explain variances. Variances are 
differences in the actual income or expense 
incurred at the property compared to what was 
budgeted to occur. A favorable variance is one 
that has a positive impact on NOI. An 
unfavorable variance is one that has a negative 
impact on NOI. 


Security deposits 

Residents and commercial tenants usually pay a 
security deposit as a guarantee of their 
performance of the terms of the lease (payment 
of rent, preservation of the property, etc.). Many 
states regulate the maintenance of security 
deposits. Some require property owners to hold 
the deposits in trust or in a separate bank 
account that is established and maintained 
exclusively for security deposits. Many states 
and municipalities require property owners to 
pay interest on the amount held and may require 
that security deposit funds be held in an interest- 
bearing account. Such laws also commonly 
stipulate the rate of interest to be paid. The 
interest rate is typically low enough that 
earnings on the security deposit account exceed 
what the owner owes to the resident or 
commercial tenant, with a small amount of 
additional income provided. 


In some states, residential properties incur rigid 
penalties when these requirements are not 
scrupulously observed. In other states, 
legislatures are slow to act and owners have 
frequently been required to pay slightly higher 
interest. If the state does not require the 
segregation of these funds, owners may use them 
as operating capital, and that is often ample 
compensation for the difference; however, 
comingling of security deposits with operating 
funds is not recommended. 


For tax purposes, the interest the account earns 


is reported as income to the owner if it is not 
distributed to the residents or tenants. To reduce 
(or eliminate) the owner’s tax obligation on the 
interest, checks to residents or tenants might 
need to be issued annually with the tax 
distribution reported to the Internal Revenue 
Service (IRS) and to the residents or tenants. 


Knowledge of current tax laws, application to 
such funds, and implication to an owner is a 
fiduciary responsibility of real estate 
management. Even if the amount of interest 
owed is relatively small, the cumulative amount 
owed to all residents or tenants could require the 
owner to pay much higher income taxes if the 
account is not properly maintained. 


Security deposits are recorded as a liability in 
the accounting records when they are received. 
Only upon move-out can the deposit be applied 
to charges and then becomes income. The 
balance after charges is returned to the resident 
or tenant, and the owner’s liability becomes $0. 


Income categories 


For multifamily properties, the only distinction 
between income sources may be rents, billbacks 
such as utilities, and miscellaneous income. For 
commercial properties, tenants often pay one or 
more amounts in addition to base rent each 
month. Certain charges may be categorized as 
additional rent if the owner passes all (or part) of 
the real estate taxes, property insurance, and 
common area maintenance (CAM) or operating 


expense costs to the tenants. Tenant improvements 
(TIs) are charged back to the tenant (sometimes 
with interest) and may also be categorized as 
additional rent. 


Where leases for retail space require payment of 
percentage rent, such income would be accounted 
separately from the base rent. If tenants are 
charged for parking, a separate income category 
would be warranted; this is especially true if 
parking space is leased to non-occupants of the 
building. Some items discussed earlier as sources 
of miscellaneous income (e.g., rents or fees from 
telecommunications installations or storage 
spaces) may be itemized separately, especially 
when the amounts are substantial. 


Major sources of income for commercial 
properties: 


* Base rent 
° Percentage rent 


e Parking income 


Expense categories 


Although amounts and types of expenses vary by 
property, the real estate management 
professional recognizes some common expense 
categories. Every real estate management 
company defines expenses in its own way or by 
the owner’s request. It is important that a real 
estate manager be consistent in how they code 
invoices and budget in order to be able to track 


expense trends over a period of time. Some 
major categories might have to be subdivided to 
adequately account for the operating expenses of 
a specific property. In addition, property owners 
sometimes request unique expense 
categorizations. It’s important to understand and 
consistently apply the management firm’s 
standard categorization of expenses and then 
adjust them as needed to accommodate the 
owner’s needs and wishes. 


Management fee and administrative costs 
The compensation paid to the managing agent 
may be a percentage of the effective gross 
income of the property, a flat fee, or a 
combination of the two. Paying a management 
company based on the percentage of the 
effective income encourages the real estate 
manager to maximize revenue and ensure timely 
collection of rent. When a combination fee is 
used, the flat fee is usually a stated minimum, 
and the actual fee paid is the greater of the two 
amounts. The minimum fee ensures 
compensation for management if the effective 
gross income is below expectations or if a 
property is going through the redevelopment 
phase and is not at full occupancy. Administrative 
costs cover supplies, mileage, cell phone, 
software, postage, and other common expenses 
associated with operating a property or 
maintaining an on-site office. These costs should 
be charged back to the property owner because 
they are being incurred by the manager for the 
sole benefit of the property owner. 


Marketing and leasing expenses may appear 
under administration when they are a portion of 
the ongoing operations of the property and 
occupancy has stabilized. These expenses might 
have a category of their own if they are critical 
to the lease-up of a building. 


Payroll and related expenses 

Payroll and benefits may be listed as a single 
item, but the various deductions and 
distributions usually require separate accounting 
for wages or salaries, withholding taxes, 
benefits, and the various employer contributions 
required by state and federal governments for 
Social Security, Medicare, and unemployment 
taxes. Because of the complex accounting, it may 
be easier to list each of these items as a 
subaccount under payroll. As an alternative, 
payroll may be established as a subaccount in 
the appropriate operating expense category on 
the basis of the employee’s duties (e.g., 
administration, maintenance, and 
groundskeeping). In such cases, subentries 
would be made for salaries, benefits, and taxes. 
Ultimately, the specific listing for payroll (and 
any chart of accounts category) should be 
determined by the management company’s and 
owner’s preferences. For instance, some owners 
may prefer the payroll category to be separately 
recorded as subcategories of administrative, 
marketing, maintenance, or management. The 
most important point is to be consistent. 


The payroll schedule can skew monthly reports 


and the monthly flow of cash through the 
accounts of the property. Management firms 
generally receive rental income twelve times a 
year, on the first of every month, but they rarely 
use a monthly payroll, and a weekly payroll is 
often impractical. Paying employees biweekly 
(twenty-six times a year) yields ten months with 
two pay periods and two with three pay periods. 
To avoid such variations, most real estate 
managers commonly use a semi-monthly payroll 
system or they budget actual pay periods per 
month. 


A semi-monthly payroll system pays employees 
twice a month—usually on the fifteenth and the 
last day of the month. That system balances 
payroll distribution against rental income. 
Because rent is commonly collected on the first 
of the month, activities during the first week of 
the month usually center on processing incoming 
checks and issuing late notices for unpaid rents. 
The middle of the month is usually less active 
from an accounting standpoint, so a semi- 
monthly payroll system can help to ensure 
steady bank balances, a monthly payment to the 
owner that is fairly constant, and a manageable 
schedule of activities in the accounting 
department. A semi-monthly payroll may require 
additional computations for employees paid by 
the hour because the number of workdays per 
pay period varies, but the savings that result 
from preparing payroll only twenty-four times a 
year instead of twenty-six may offset the 
additional work. It is common in the multifamily 


industry for a property owner to have to pay the 
cost of the payroll for employees who service 
their property as an operating expense. This is in 
addition to the management fee. On the other 
hand, commercial property owners typically 
only have to pay a management company a 
management fee, and the management firm has 
to cover the cost of their employees. The 
exception to this is with larger class A office 
buildings. Typically, these buildings have a 
dedicated real estate manager and building 
engineer whose salaries get passed through to 
the tenants as a CAM expense. 


Taxes and insurance 

Payment of taxes is due and payable at varying 
times of the year (determined by state, county, 
and city). Accounts payable must be aware of 
the due dates, as the late penalties are severe. 
Under the accrual accounting method, a monthly 
expense is recorded, offset by a liability. When 
the taxes are paid, it reduces the liability but 
does not affect the expense amount. Under the 
cash accounting method, the entire expense is 
recorded when the payment is made. 


Insurance premiums also come due on varying 
schedules, although semi-annual and annual 
payments are most common. This category is 
usually limited to insurance relating to the 
property. Under the accrual accounting method, 
the premium expense is spread monthly, but the 
cash outflow is semi-annual or annual for 
property insurance. Under the cash accounting 


method, the entire expense and payment are 
recorded at the same time. 


Employee medical coverage, workers’ 
compensation, and employment insurance taxes 
(Social Security, Medicare, unemployment) are 
accounted as payroll expenses. Payroll 
withholding taxes are to be deposited 
immediately and the IRS report of payroll taxes 
is due quarterly. All payments must be adhered 
to in order to avoid penalty. 


Other cash transactions 


e Debt service is normally a specified 
amount each month; however, there 
are instances where it readjusts each 
month, quarter, or year, as determined 
by the mortgage instruments. 


+ Reserves and escrows may be a lender 
or owner requirement. In these 
instances, the payment to the lender 
increases the cash payment for reserves 
and escrows. 


e Capital improvements are large cash 
outflows for major repairs. This may 
qualify for a reimbursement from the 
reserve account, but the disbursement 
must be planned in advance due to the 
large dollar amounts. 


+ Leasing fees may be paid out over the 
term of the lease. 


Real-time data and reporting 


While the organization of accounting 
departments and their extensions into the field 
may vary by company and property type, the 
accounting software will be the main source for 
generating both financial (external) and 
managerial (internal) reports. Contemporary 
property management software makes possible 
the generation of real-time reports from multiple 
locations. It is assumed that new data will be 
input immediately, and accuracy is expected on 
an up-to-the-minute basis. The features of such 
software make it possible for real estate 
managers and company executives to have 
instant access to all permitted information. 


Those who can access information, even from 
thousands of miles away, expect all data to be 
collected and entered as it is received. 


Property owners are also able to access real-time 
data about their properties. Web-based access to 
property information can be granted as needed 
and desired to owners, their asset managers, and 
virtually any stakeholder in the investment. 
Some real estate management firms actually use 
this as a differentiating factor in promoting their 
business. A property owner’s choice of a real 
estate management company may be influenced 
by the ability to generate instant reports or by 
having 24/7 access to data online. 


General ledger 
In real estate management, a general ledger is a 


formal record of all the financial transactions of 
the business or property—it tells the story of the 
property. Accounts are transferred as final 
entries from various journals to the general 
ledger, where they are posted as debits and 
credits in a double-entry accounting system and 
thus show the accumulated effects of 
transactions. Financial statements are built from 
the general ledger and become part of periodic 
management reporting. 


Key terms used in the general ledger: 


+ Journal: a registry of accounting 
entries. 


e Debit: one of two values in a double- 
entry accounting system (left side). For 
every debit there is an equal and 
offsetting credit. At least one 
component of every accounting 
transaction (journal entry) is a debit 
amount. Debits increase assets and 
decrease liabilities and equity. 


e Credit: one of the two values in a 
double-entry accounting system (right 
side). At least one component of every 
accounting transaction (journal entry) 
is a credit amount. For every credit 
there is an equal and offsetting debit. 
Credits increase liabilities and equity 
and decrease assets. The sum of all 
general ledger debit balances should 
always equal the sum of all general 


ledger credit balances. 


Financial reporting requirements 


Property owners have varying needs for 
financial reporting, and real estate managers 
must be flexible in generating financial 
statements to meet those needs. In daily 
practice, real estate managers are exposed to 
financial reports from four general sources: 


+ External reports generated by a 
property owner’s accounting 
professionals, including financial 
statements and tax returns 


+ Reports generated by another property 
management firm, by the owner of a 
property if it is self-managed, or 
sometimes by a court-appointed 
receiver or bank 


+ Reports generated by the real estate 
management firm, both for internal 
analysis and for reporting to the 
property owner 


e Forecasts prepared by brokers for a 
property under management or under 
consideration for purchase by a 
potential or existing client 


Typically, real estate managers collect property- 
operating data in great detail. It is organized and 
categorized, and then reports are provided at the 
level of detail needed by the particular user. 


Whether historical data is intended for external 
financial reports or for internal managerial 
reporting, the collected data is the same—it is 
just organized differently based on the type of 
report being generated. 


The accounting department in most real estate 
management firms is charged with preparing 
financial reports for the property owner— 
usually monthly or as agreed to between the 
owner and the manager—to meet contractual 
requirements. The type of statements, 
methodology, and frequency are determined by 
the owner, along with whether reports are 
delivered directly to the owner or to the asset 
manager responsible for the account. 


A real estate manager must be able to 
understand the differences in financial reporting 
from various sources and to modify the 
statements into a format that allows for analysis 
of the property. In general, the real estate 
manager plays two roles in financial reporting: 


+ Analyze reports and draft a cover letter 
that explains salient factors of the 
period’s operations, including variance 
explanations 


e Prepare supplemental managerial 
reports to include with the financial 
reports 


External reporting 
Reports for external parties tend to give an 


overall financial picture, focusing on the figures 
themselves. They provide a historical 
representation of the performance of a business, 
describing how a property has performed in the 
past. Preparing financial reports for external use 
is part of financial accounting. Financial 
accounting is a system of classifying financial 
transactions that documents a company’s 
financial position in the form of a balance sheet 
and an income statement (external reports). 
These condensed external reports are sent to the 
various stakeholders in the property, including 
lending institutions, the IRS for tax purposes, 
stockholders, and other types of owners. They 
often include a narrative portion with a 
summary that describes how the owner’s goals 
and objectives for the period have been 
achieved. The narrative report should be 
supported by the following: 


+ Financial monthly and/or annual 
reports or statements 


+ Summary of cash receipts and 
disbursements 


° Budget variance report 
e Capital improvements recap 
¢« Income statement 
The most fundamental financial statements 


shared with external stakeholders are the 
balance sheet and the income statement. The 


periodic management report also is often 
accompanied by a rent roll that provides details 
of lease arrangements with all tenants to date as 
well as vacancies. However, the content of these 
reports should always be tailored to satisfy the 
owner’s requirements. 


Internal reporting 

In general, reports for internal use include more 
detail about specific financial transactions and 
the manager’s assumptions about a property. 
Internal reports use accounting data in a format 
that allows the user to arrange the data for 
specific analyses and to forecast performance. 
They are based on historical or forecasted 
information and address past performance, 
current data, or future expectations. The real 
estate manager uses this information from the 
past, evaluates it in terms of current market 
conditions, and projects future performance. 


While the information in internal reports should 
be complete, these reports do not necessarily 
follow a strict format. Some of the reports 
provided to external stakeholders are also 
commonly used internally as part of managerial 
accounting. Some common reports used 
internally are listed below and are sorted by 


property type: 
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Rent roll. While the rent roll is perhaps one of 
the most popular reports for real estate owners 
and managers alike, there is little agreement on 
exactly what it should contain. Most property 
management software programs have at least 
one rent roll report that discloses information to 
varying degrees. In some cases, it is a report on 
unit occupancy; in others it schedules out 
accounts receivables. The rent roll almost always 
lists data relevant to the specific resident/tenant 
or unit/suite when vacant (rent, size, lease 
commencement and expiration, date vacated, 
etc.). 


Vacancy report. A vacancy report lists and 
describes the property’s unoccupied space, 
whether in square feet for commercial space or 
by unit in the case of multifamily or 
condominium units. In many cases, it will 
calculate the accrued loss of rent due to vacancy 
(economic vacancy) and the number of square 
feet or units vacant (physical vacancy). Vacancy 
reports may also include such information as the 
number of days a particular space has remained 
vacant or when the apartment will be market 


ready and re-leased. 


Delinquency report. While a rent roll may 
display balances due, it does not necessarily 
show the period for which rent has been unpaid. 
A delinquency report displays the amount due, 
the detail of what is unpaid, and the number of 
accounting periods for which a balance has 
remained unpaid. 


Accounts payable. Unpaid invoices are a 
liability of the property owner, and the amount 
of money owed to vendors must be properly 
disclosed in financial statements. The accounts 
payable aging statement may summarize all 
unpaid invoices or it may be a detailed schedule 
of each invoice not paid, the period that it is 
past due, and why it was not paid on time. 
Significant delinquencies in accounts payable 
should be pointed out to an owner in the cover 
letter to the financial statements. In addition to 
these financial statements, the accounting 
department usually includes a copy of all 
relevant reconciled bank statements. 


Accounts receivable. The statement may be 
very detailed, as in the delinquency report, or it 
may just summarize balances due and the period 
over which they have remained unpaid. Real 
estate managers must stay on top of 
delinquencies, as they negatively affect the cash 
flow of a property for the owner and result in a 
lower management fee for the management 
company if they are being paid based on the 
receivables actually collected. After an extended 


period of time, the manager should inform the 
accounting department or designated individual 
to write off rents that are unpaid for an extended 
period. Some companies establish a policy that 
any account unpaid over a specified period— 
perhaps ninety days—is considered a bad debt 
and deducted from accrued rent revenue. In 
most real estate management circumstances, 
especially multifamily properties, eviction 
proceedings will be well underway for residents 
or tenants who have reached that level of 
delinquency. 


Budgeting 

Budgeting is not an exact science. The actual 
income and expenses of a property rarely (if 
ever) conform precisely to budget projections. A 
budget is a tool; it is the working guide 
throughout the budget year. Real estate 
managers use it to establish the priority of 
spending (based on the income the property 
produces and the expenses incurred) and to 
estimate cash flow. The budget helps minimize 
the variance of the property’s NOI and assess the 
property’s cash position at a given time. When 
an unexpected expense creates a cash shortage, 
the budget can guide the evaluation of 
alternatives for meeting the expense. 


Several types of budgets exist. Real estate 
management commonly uses three: (1) operating 
budgets, (2) capital budgets, and (3) long-range 
budgets. 


Operating budget 

The most commonly used budget is an operating 
budget that lists the sources of income and 
expenses for the property, usually on a monthly 
basis. The GPI listed in the income and expense 
reports for the property should be fairly constant 
from month to month for commercial real estate. 
Operating budgets for residential properties may 
fluctuate with seasonal changes. Every other 
item of income or expense for the property is 
added to or subtracted from the GPI to calculate 
NOI. Therefore, even though GPI may be a fixed 
amount, the NOI and cash flow can vary 
substantially. A budget permits better projection 
and monitoring of income and expenses. 


Aside from showing the sources of income and 
expenses for a property, a budget indicates when 
the transactions are expected to occur. Differing 
monthly amounts allocated for heat and air 
conditioning throughout the year reflect 
seasonal variations in energy consumption. 
Advertising expenditures for an established 
apartment building may be minimal for most 
months, so the greatest part of funds allocated 
for this expense are divided among the months 
of highest expected leasing activity. On the other 
hand, a new development or a property that is 
undergoing extensive rehabilitation may require 
a large advertising budget divided equally 
throughout the year to reflect the intensity of 
the leasing activity. 


Types of budgets used in real estate management 


1. Operating (annual) 

2. Capital 

3. Long-range 

A separate marketing budget is usually prepared each year (an extension of 
the annual operating budget) as well as during lease-up of a new property or 
following rehabilitation of an older property. 


The budget is the starting point for considering 
alternatives for paying unanticipated expenses. If 
winter weather is exceptionally cold and snowy, 
energy consumption generally increases the 
utility expense for the property. Greater demand 
usually leads to price increases, and that, 
coupled with increased consumption, can 
devastate a budget. Energy providers may also 
provide alternatives. A budget plan at a fixed 
rate may be offered. However, at the end of the 
billing cycle, any overages may be billed and the 
budget must account for that.3 


Other increases in season-related expenses, such 
as snow removal, can have a significant effect on 
cash flow.4 Snow removal companies typically 
offer two choices: (1) paying per occurrence or 
(2) contracting a monthly set rate throughout 
the season. However, there is a risk on the part 
of each party to the contract. If the contract is 
set for a monthly rate and it is a dry year, the 
cost will be more than if a per-occurrence plan 
was chosen. 


When such extra expenses conflict with 
projections made in the budget, review other 
projected expenses to see if another budgeted 
expense can be postponed temporarily—or 


omitted altogether for the year. Those changes 
will offer a way to offset part or all of the extra 
weather-related expenses. In accordance with 
the terms outlined in the management 
agreement, notify the owner of any action 
proposed or taken. 


Annual budget 

The annual budget is the most common form of 
operating budget. There are two kinds of annual 
budgets: (1) historical and (2) zero-based. To 
prepare a historical budget, review income and 
expenses from previous years. A zero-based 
budget consists solely of projections—it ignores 
past operating expenses. The annual budget 
projects the whole year’s income and expenses 
for each GL account. If any departures from 
normal operations for the upcoming year are 
anticipated, they should be called out in the 
budget, for example, temporarily high vacancies 
because of remodeling, or reduced utility costs 
because of a recent LED lighting upgrade. 


Possibly one of the most valuable aspects of this 
annual exercise is the presentation of the 
proposed new budget to the owner. It offers a 
natural opportunity for owners to discuss the 
past performance of the property and adjust 
individual budget items as they preview the 
coming year. By reviewing each item in the 
budget, explain how anticipated income and 
expenses may affect the property’s performance. 
GPI, vacancy and collection loss, and effective 
gross income categories will reflect planned 


increases in rents and effective marketing 
strategies. An increase in staff size or wage 
adjustments will affect payroll expenses. Before 
the budget is implemented, the real estate 
manager and property owner must agree on and 
review each line item in detail.s 


Monthly financial statements 

The budget is often developed in greater detail 
by allocating an amount for each line item on a 
month-by-month basis, as shown in the monthly 
financial statement. Some items divide easily into 
twelve equal parts because they do not change 
from one month to another, while others vary 
substantially from month to month based on 
seasonal and other factors. Projecting the income 
when it is expected to be received and expenses 
when they are expected to be paid is important. 
If a property normally incurs an expense in 
March and pays it in May, budgeting for that 
expense in March will result in variances for 
both months, and the variances will require 
explanation that tell the owner why they 
occurred. Some variances result from the timing 
of paying invoices as mentioned above. Other 
variances are due to circumstances outside a real 
estate manager’s control, as was the case with 
the seasonal variances in energy consumption 
and snow removal discussed earlier in this 
chapter. Regardless of the cause of the variance, 
variances do affect the cash flow significantly 
and may require changes in the way the real 
estate manager operates the property for the 
remainder of the year. 


Quarterly budget updates 

Essentially, the annual budget serves as a point 
of reference. However, actual income and 
expenses can differ significantly from such a 
budget as the year progresses. To compensate for 
such differences, quarterly budget updates might 
be prepared, reflecting adjustments to the 
original projections made in the annual budget. 
These modified budgets can be more accurate 
than the annual budget because the projections 
are not so far into the future. In addition, such 
quarterly budgets cover the approximate time of 
one season, so their projections of seasonally 
affected income and expenses can be more 
accurate. 


In some cases, owners of commercial properties 
might ask for additional forecasts for five or 
even ten years in addition to the required annual 
budget. However, many owners do require a 
periodic monthly reforecasting. In general, 
budgets are intended to be the real estate 
manager’s best forecast of revenue and expense. 
They are not a wish list of items that the real 
estate manager would like to see happen. 


Capital budget 

Because one purpose of a reserve fund is to 
accumulate capital for improvements, a capital 
budget is prepared to show how much to set 
aside in the reserve fund on a regular basis to be 
used on future expenses. In principle, this simply 
requires calculating the cost of the improvement 
and dividing the total by the number of months 


before the improvement is to be implemented, 
then factoring in interest income that the 
account will earn. 


Inflation should be accounted for if the capital 
funds are accumulated over a period of years. If 
the interest earned on the accumulating reserve 
is not substantially higher than the rate of 
inflation, the anticipated total accumulation will 
not meet the actual cost of the improvement. 


Furthermore, the cost of materials may rise 
faster than the inflation rate, so a larger monthly 
allocation will be necessary to ensure a 
reasonable match between the amount of reserve 
funds and their anticipated use. Capital budgets 
include leasing commissions, TIs, major 
maintenance, and improvements or additions to 
the property. 


Real estate managers who work for institutional 
owners approach a capital budget differently. 
These owners rarely accumulate reserve funds. 
Rather, their capital budgets reflect anticipated 
expenditures for specific capital improvement 
projects, TIs, and leasing commissions. Some 
owners may have required reserves for these 
that are paid monthly to the lender. The budget 
would then account for the expense to be paid 
when incurred and reflect the reimbursement 
from the reserve account at some future point. 
Properties with heavy leasing and TIs may 
require an accounting of reserve account 
balances on a monthly basis and in the operating 
budget as well. 


Planning for the replacement of major items 
should be an exercise performed as part of the 
budget process, regardless of whether the owner 
sets aside funds for that purpose. All items, from 
pumps and motors to roofs, have typical life 
spans. Skilled engineers, maintenance 
technicians, and vendors can provide this 
information and the current costs of replacement 
or major repairs. Ownership and management 
should have a conversation early in the 
relationship to discuss how capital 
improvements and TIs will be handled. For 
example, the following two questions must be 
answered: 


e If there is no established replacement 
reserve fund, will additional funds be 
made available? 


e If loans will be required, is there 
sufficient equity? 


If needs are to be ignored or delayed, the 
consequences of deferred maintenance should 
also be a part of this discussion. It is extremely 
important to understand the owner’s goals and 
objectives. Asking the owner questions is an 
excellent way to discover how ownership 
intends management to perform in the long 
term. 


Long-range budget 


Use of a capital budget often leads to the 
development of a long-range budget that 


illustrates the relationship between operating 
income and expenses over five or more years in 
the life of a property. The level of detail and 
precision is less in this type of budget than in an 
annual budget because projections cannot be as 
accurate for the longer time involved. 


A long-range budget can show the owner what 
to expect over the time the investment will be 
held. It can illustrate the anticipated financial 
gain from a rehabilitation program, a new 
marketing campaign, or a change in market 
conditions. Long-range budgets illustrate 
expected income, expenses, and sources of 
funding. Major projects may require the owner 
to make extraordinary cash contributions or 
financing arrangements in the early years of the 
holding period. Ideally, the owner will recover 
these extra contributions in the later years of the 
holding period, after the income from the 
property stabilizes at an amount greater than it 
was when the property was purchased—or when 
the changes were implemented. 


Summary 


The success of an income-producing property is 
measured by the amount of money it generates 
and the return to its investors. A property’s 
performance is accounted through detailed 
financial reports and accounting statements. This 
complete and multifaceted aspect of 
management involves establishing and 
maintaining thorough and accurate financial 
records for the property and for individual units, 


residents, or commercial tenants. Every dollar of 
income and expense must be accounted and 
categorized based on its source or destination as 
identified in a chart of accounts. The accounting 
records are the basis of the financial reports 
provided to the owner each month. Additionally, 
those records will help in developing budgets to 
predict future income and expenses. The main 
objectives are to maximize NOI and minimize 
variances between actual and budgeted income 
and expenses. Altogether, the various budgets 
are among the most useful documents developed 
for clients or the owners. 


A budget is a living, breathing document that 
should be adjusted accordingly to ensure a 
property’s success. Like with any road map, 
there are obstacles that will be encountered. 
Remember to communicate effectively and 
communicate often. This way, even if the 
property is not positioned for success at year 
end, all parties will understand why and be in a 
position to better plan for success in the next 
year. 


1 The IREM Income/Expense IQ is a good resource for 
comparing expenses to other properties. 


2 The cap rate is also considered an indication of the risk 
involved in an investment. The higher the cap rate, the 
riskier the investment. 


3 Energy companies will make allowances for agreements 
that are to their advantage. For example, they may offer a 
lower rate to buildings that are willing to switch from gas to 
oil reserve tanks if demand is too high, or in hotter climates 
with air-conditioned buildings, they might consider charging 
lower rates if residents or tenants are willing to endure short 


“shut-offs” during peak usage. 


4 For example, online statistics are provided by regional 
meteorologists that state the average number of snowfalls 
with accumulations of two inches or more that will require 
plowing, but the forecast for the upcoming season is for 
unusually heavy snow. 

s The annual budget preparation is also the perfect time to 
discuss major renovation projects or needed repairs with the 
property owner(s) because these items affect the overall cash 
flow. 


Chapter 7: 
Staff management 


Real estate managers have many titles for the 
jobs they fill, and the job descriptions vary 
accordingly. Rarely does a single real estate 
manager perform all of the tasks inherent in 
these responsibilities; nevertheless, it is the 
manager’s duty to ensure that all of the 
following work is accomplished: 


e Correct and maintain any fire/life/ 
safety issues including regularly 
scheduled audits and inspections 


+ Develop a maintenance management 
program 


+ Develop an emergency procedures 
plani 


e Establish rents that make the units or 
spaces marketable by knowing the 
competition 


e Market and prospect for residents or 
tenants for vacant premises 


* Develop and implement a resident or 
commercial tenant retention program 


* Collect rent and other fees, properly 


account for these funds, and prepare 
long- and short-term budgets 


+ If authorized, pay any expenses the 
property incurs 


+ Manage employees of the management 
firm and on-site staff 


° Develop the property management 
plan 


e Communicate effectively with the 
property owner 


e Maintain compliance with all 
applicable laws and regulations 


Real estate managers can accomplish these 
responsibilities in three ways: (1) hire staff to 
work on-site, (2) assign employees of the 
management firm to fulfill on-site work, or (3) 
contract with others to provide the necessary 
workforce. The real estate manager may serve as 
a bridge between the site personnel 
(maintenance, on-site leasing, and site 
administration) and the employees of the 
management firm (accounting, marketing and 
leasing, and clerical workers). Generally, the real 
estate manager is the supervisor of all of these 
individuals and reports to a senior or executive 
property manager in the management firm. 


The relationship between the real estate 
manager’s goals and the goals of the property 
owner are the foundation of the relationship 


between the real estate manager and the staff. 
The employees must understand the goals and 
work to fulfill them by cooperatively applying 
their abilities. They must believe that meeting 
these goals is a worthy endeavor and that they 
are treated fairly as part of the team’s overall 
success or failure. Employees must also 
understand the relationship between the real 
estate manager and the owner and the way those 
goals relate to each other; they must also 
understand how individual efforts contribute to 
the success and value of the property. 
Ultimately, the real estate manager’s success 
truly depends on how well they train the staff in 
understanding the goals. Inspiring and instilling 
the desire to serve clients as they would want to 
be served will make or break the success of the 


property. 


Staff requirements 


Employees of a management firm may provide 
services to more than one property—their 
services to a particular property are part of the 
contractual arrangement with the property’s 
owner. Outside contractors may perform all 
types of work, which most often requires 
specialized skills, equipment, or specific 
licensing. To manage a property, the execution 
of necessary tasks requires cooperation among 
on-site staff, management firm employees, and 
contractors. Real estate managers should assign 
each specific task to one or more of these 
groups. 


On-site staff 


The type of property, its size and layout, and the 
number of residents or commercial tenants 
determine how much work is done on-site and 
how large a staff is needed. Real estate managers 
of residential properties may have to respond to 
residents around the clock. Alternatively, office 
building managers provide services to tenants 
and their employees during business hours, 
while cleaning and other custodial tasks are 
typically done after hours, usually in the early 
evening. Large shopping centers require staffing 
not only while stores are open for business but 
also after business hours for security and 
custodial maintenance. 


While all properties require on-site work, many 
are too small to justify a regular part-time or 
full-time staff member. If a property requires 
sufficient maintenance and repair work to 
occupy one or more people full-time, hiring 
skilled staff is usually the most economical 
approach. However, an individual with a single 
skill (e.g., carpentry or plumbing) is usually not 
hired on a full-time basis. Large properties that 
include complex operating systems are more 
likely to employ skilled personnel to maintain 
these systems. 


For small properties that require only occasional 
repairs—amounting to less than a day’s work— 
having one or more contracts for skilled labor as 
needed is generally a better choice. A contract 
laborer—hired through an employment agency 


—usually earns a higher hourly wage than a full- 
time employee; however, a contract for labor as 
needed means that money paid is for specific 
work done and actual hours worked. The payroll 
taxes and forms for the contract laborer are 
completed by the employment agency— 
eliminating extra paperwork and expense for 
real estate managers and management firms. 
Another benefit is that contract laborers do not 
require training, and the employment agency 
normally handles any employee-related 
performance and/or disciplinary issues. A higher 
wage might be required in hiring a contract 
laborer; however, the overall cost may be about 
equal. 


The employer of on-site staff 

Whether the owner or the management company is the employer of on-site staff 
is an important question that relates to the assignment of risk, hold-harmless 
provisions in contracts, etc. The issue should be negotiated beforehand and 
should be documented in the management agreement. 


On-site staff members may technically be employees of the property owner 
rather than of the real estate manager, which is often the arrangement when 

an individual real estate manager contracts directly with an owner to manage 

a single property. However, the real estate manager or other employees of the 
management firm may actually hire, train, supervise, and terminate the on- 

site staff in addition to processing their payroll. This sometimes raises the 
question, Who is the true employer of on-site staff—the property owner or the 
management firm? Even though a management agreement may stipulate that 
the owner is the employer of the on-site staff, the U.S. Department of Labor may 
take the position that they are employees of the management firm because of the 
circumstances of their employment. Regardless of who employs the on-site staff, 
their wages are paid out of the operating funds of the property. 


On-site staff members normally work only at one site. However, if a property 
owner or a management company has several buildings that are near each 
other, staff members may be assigned to all of their buildings and not just one of 
them. In such situations, the labor cost of work performed may be charged to the 
respective properties on an hourly basis, or a worker's total compensation—per 
month or per year, including both wages and benefits—may be allocated on a 
percentage basis to each property to account for all hours worked. 


The most common on-site work is maintenance, 


but many other duties at a property may require 
part-time or full-time staff. If the property has its 
own office, it may warrant an office manager or 
full-time clerical worker. In large properties, 
front desks must employ staff when the building 
is open—if not around the clock. Larger luxury 
apartment communities have door attendants 
and concierges. High-rise office buildings usually 
have lobby attendants, day porters, and security 
guards. Major shopping centers and enclosed 
malls may offer information or stroller rental 
services to customers in addition to providing 
personnel to clean the common areas and 
security for the commercial tenants, their 
employees, and their customers. Having a large 
staff may necessitate employing supervisory 
personnel, such as a director of operations or 
services manager, all of whom report to the real 
estate manager. 


Employees of the management firm 


The size of a management firm and the range of 
services it offers depend on the extent of its 
portfolio. Management firms often begin as two- 
person enterprises—they usually start as an 
independent management business with a few 
clients and most likely hire a second person to 
do clerical work. Initially, the clerical worker 
may only work part-time depending on the 
workload—it might not be enough to warrant 
full-time employment. The clerical employee of 
a new management firm may be responsible for 
several office activities, such as processing 


correspondence, answering the telephone, 
accounting and record keeping, payroll, 
balancing bank accounts, and making bank 
deposits. As the firm secures more management 
contracts, additional employees may be hired—a 
full-time administrative assistant and then, 
perhaps, a property accountant. As the size of 
the firm’s portfolio increases, a greater demand 
for specialization of staff members’ roles 
becomes necessary. Specialization reduces the 
number of daily interruptions of one specific 
assignment by an unrelated task that has the 
same or greater priority. However, one 
individual often performs numerous unrelated 
tasks, especially in small firms with limited 
economic means. 


Two questions must be continually asked 
regarding the size of the management firm’s 
staff: (1) Is it the right size to give every client 
timely and accurate service? and (2) Is it 
adequate to perform its own administrative 
tasks? 


When a firm’s portfolio is small, one or two 
employees in addition to the real estate manager 
will be able to provide resident and tenant 
services, client services, and routine office 
administration. However, if the management 
firm expands, or if clients require additional 
services at some point, compare the cost of 
additional staff to both the service requirements 
of the firm’s clients and the needs of the 
management firm. There is almost always an 


imbalance in the number of staff and work 
required. Management firms can rarely afford to 
have too many staff on board awaiting new 
business; they most likely suffer the reverse—too 
much work for the staff in place. The number of 
staff members and their level of specialization 
within the management firm depend on the 
following eight factors: 


1. Number of properties the firm 
manages. A newly established 
management firm usually starts out 
with few accounts, so the expense of a 
management-support staff may be 
neither justified nor feasible. The 
founding real estate manager initially 
does most of the work. With more 
accounts, however, additional 
community or property managers 
may need to be hired to handle the 
day-to-day management of individual 
properties. Community or property 
managers can be assigned by property 
type, owner, geographic proximity, 
number of units, or square feet of 
space. The central office may employ 
administrative, accounting, or even 
maintenance staff to relieve the site 
managers of some of their 
responsibilities. 


2. Types of properties in the portfolio. 
Some management firms specialize in 
specific types of properties. However, 


a firm with many diverse property 
types in its portfolio may have 
divisions for each property type; in 
that case, each division is likely to 
have its own specialized (or 
dedicated) staff as well as leasing and 
marketing personnel. With mixed-use 
communities—consisting of retail, 
residential, commercial, and other 
types of properties—treal estate 
managers are essential. These 
property types require different skill 
sets. In the past, real estate managers 
have been specialists in only one 
property type. Generalists who are 
skilled in all property types are more 
and more in demand. Individuals who 
are capable of successfully managing 
the dynamic of an urban village and 
maximizing the performance of each 
product type are highly successful. 


. Size and tenancy of managed 
property. Managing and interacting 
with residents and tenants in each 
phase of the cycle of tenancy requires 
significant work, so actual and 
potential numbers of residents and 
tenants affect the size of the firm’s 
administrative and support staff. The 
potential number of residents and 
tenants is based on the number of 
existing units in each property that is 
managed or the capacity for its square 


footage to be subdivided into leasable 
spaces. The frequency of turnover and 
the total number of units or square 
footage actually occupied influence 
the size of the marketing and leasing 
staff as well as the size of the 
accounting department staff. A 
property of substantial size may 
require the assignment of full-time 
firm employees to that property 
alone, even though they may perform 
their duties at the management firm 
office and not on-site. 


. Number of clients the firm has. Just 
as the potential and actual resident 
and tenant population influences the 
size of the firm’s staff, the number of 
owners served influences the 
management firm’s reporting, 
accounting, and administrative 
workload. 


. Level of service required. Clients 
may have unique needs for which the 
management firm must allot time. 
Some property owners—institutional 
owners in particular—may request or 
require that their reports conform to 
their standard formats, and the 
management firm may have to send 
multiple reports to various investors 
or partners. Many require the 
management firm to use a specific 


software package or even input the 
data into the institutional owner’s 
software. One should try to ascertain 
how much involvement the owner 
expects to have. That is, some 
institutional investors have asset 
managers who watch over and 
sometimes manage from 
headquarters. 


. Proximity of the managed 
properties to each other. A 
management firm that specializes in 
super-regional shopping centers is 
more likely to have a multistate or 
nationwide clientele than one that 
exclusively manages residential 
property. Each property may require 
a community or property manager 
and support staff if the properties are 
located in different counties or states. 
In an urban area where several 
properties are close to each other, a 
single real estate manager may be 
able to manage several properties 
because of reduced travel time. 


. Size of on-site staff. The size of the 
on-site staff may influence the 
amount of involvement the real estate 
manager has with the property. When 
a large staff works on-site, more time 
might be devoted to that property 
alone, which limits the availability to 


manage other properties. 


8. Size and experience of property 
manager’s support staff. Whether 
working with administrative 
assistants and property accountants to 
perform some of the management 
duties will determine the number of 
properties the real estate manager can 
manage. The more these types of 
duties are delegated, the more 
attention will be available to focus on 
the task of managing the property 
itself. 


Eight factors that determine number of staff members 
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The staff requirements of a management firm 
can grow for many reasons, particularly in areas 
of responsibility not directly related to managing 
properties. Sometimes a mail room supervisor is 
necessary due to the large amount of mail that 
comes through a large firm. Data entry and 
retrieval might require an information 
technology (IT) specialist. Although IT 
specialists are not directly involved with real 


estate management, their presence means that 
real estate managers can do their job without 
distraction. The potential for the business of a 
management firm to expand is great, and the 
number of people it employs will grow 
accordingly. 


In contrast, the potential for an on-site staff to 
expand is small—the number of people 
employed directly at a property rarely increases 
because changes made to a property are usually 
not significant enough to alter the size or 
organization of the staff. However, the addition 
of leasable space or changing from net leases to 
gross leases could create some exceptions that 
could lead to a change in staff size. In net leases 
at commercial properties, the tenant pays a 
prorated share of some or all operating expenses 
in addition to the base or minimum rent, 
compared to a gross lease—in which the tenant 
(or lessee) pays a fixed rent and the lessor is 
responsible for paying all property expenses 
(e.g., taxes, insurance, utilities, repairs). These 
costs are factored into the rent the tenant pays. 
Basically, gross leases require more work on the 
part of the management company, whereas net 
leases require the tenant to maintain their own 
premises. 


Contractors 

Because hiring employees is expensive, 
contracting labor for temporary or intermittent 
tasks can be economical. The management firm 
usually hires contractors—the owner may 


occasionally hire them—depending on whether 
the work is limited to one property or is needed 
by the firm’s central office. Real estate managers 
might hire contract workers to work on-site at 
the property or at the management office, or the 
work may be outsourced. 


Contract workers at a site perform a variety of 
tasks. They often perform maintenance tasks 
that require special equipment or training 
(elevator maintenance, roof repair) or licensing 
(pest control). Real estate managers frequently 
contract seasonal services such as lawn care, 
snow removal, decorating, exterior painting, 
window washing, and even daily janitorial 
maintenance. If the property needs on-site 
security, contracting for this service can reduce 
the property owner’s liability in the event of a 
crime or other incident by shifting the liability 
to a third-party contractor. 


The management office may employ part-time or 
temporary workers, especially for administrative 
work such as filing or accounting. Temporary 
employees can be contracted for a day, a week, 
or longer for specific assignments. Companies 
that specialize in providing skilled labor for 
maintenance, clerical, or administrative duties 
are more abundant in large cities, but they are 
also available in smaller cities. 


On-site or in a small firm, the real estate 
manager is a full-time leasing employee of the 
owner—or of a company in charge of leasing. 
However, very large properties or those with 


high vacancy rates or frequent turnovers may 
benefit from a full-time leasing agent. Initial 
lease-up of a new or renovated property also 
demands full-time attention. In commercial 
properties, leasing is one real estate 
management task that is often contracted 
because leasing agents provide specialized 
expertise. For each successfully negotiated lease, 
a leasing agent on contract usually receives a 
commission based on a dollar per square foot of 
space leased or a percentage of the rental 
income over the term of the lease. 


Another approach to contracting is to outsource 
an entire function. For example, a small 
management firm that does not have a staff 
member to recruit and process job applicants 
may contract an outside service on an as-needed 
basis to perform these tasks. Management 
company personnel still interview and hire the 
individual, but the contractor prescreens 
applicants’ résumés, narrows the field of 
prospects to interview, and handles all the 
paperwork, including the reference checks. 


Other firms will take over management of all 
personnel operations, from the hiring process 
through preparation of payroll and 
administration of benefits, which the contracted 
firm provides. For a small company, the outside 
source can relieve an administrative burden and 
may expand the benefits the firm can offer its 
employees (e.g., medical insurance coverage) 
when the total number of employees is too small 


to form a group acceptable to an insurance 
carrier. 


Management firms may also outsource 
accounting. This can be very helpful if the small 
firm does not have the proper or sophisticated 
and expensive accounting software programs 
that create reports automatically once data are 
entered into the program’s forms. 


Marketing and leasing are other functions that a 
firm may outsource effectively. Contracting with 
marketing and leasing professionals can ensure 
timely completion of these efforts; it can also 
ensure that all contacts with prospective tenants 
meet the firm’s requirements and comply with 
residential fair housing laws. Management firms 
sometimes benefit from specialized outsourcing 
because it pays for itself quickly—the focus and 
expertise of these contracted professionals can 
lease units quicker for maximum rents. 


Determining adequate staff size 


Providing an adequate staff for a property or a 
management firm requires careful planning and 
close examination of resources as well as regular 
re-evaluation. The first step in this process is to 
list the essential tasks and estimate the time 
each requires on a weekly or monthly basis. The 
initial assessment may be very detailed, 
accounting for everything from the time 
necessary to mow the lawn to the time required 
to collect rent. The final compilation might 
resemble a budget, except those hours of work 


per week or per month are the primary 
quantitative measures rather than dollars and 
cents. Analysis of the resulting list should 
indicate how many workers are necessary for 
efficient operation and adequate service to the 
tenants and the property owner. 


The size and type of the property as well as 
particular resident and tenant requirements 
understandably influence the preparation of this 
list. Once all functions are noted and the average 
amount of time for each is calculated, the 
various duties can be grouped by category. 
These groupings may be the basis for job 
descriptions or for setting up the maintenance 
and administration departments. Use the 
groupings to decide how many full-time and 
part-time workers the property needs, as well as 
which tasks outside contractors may complete 
most economically. To be accurate, any estimate 
of the number of workers required must also 
allow for days off, sick time, and vacation days. 
Such time budgets may be prepared for each 
property as well as for the management firm. 
When duties are duplicated, evaluate further to 
decide whether the duplication is necessary or if 
consolidation is possible. 


Once the list is completed, the payroll costs and 
benefits of each employee must be included in 
the property’s budget. It is important to note 
that not all properties can afford to hire 
personnel solely based on this “time list.” Most 
often, the budget is first created and payroll is 


then determined by the other needs of the 
property and/or owner. If money is tight, an 
owner may require that minimal staff be hired to 
maximize their cash flow—altogether, it is a 
balancing act. 


Hiring qualified personnel 


One of the largest ongoing investments for any 
property is maintaining a highly qualified and 
skilled staff. To build a capable, dedicated staff, 
pay careful attention to the recruitment and 
selection processes. Beyond that, investing many 
hours and dollars in continual training and 
development is an essential component in 
maintaining a high level of service for the 
managed properties. 


Recruiting applicants 


Qualified candidates can be found by creating 
online job postings, employing staffing agencies, 
utilizing social media, seeking personal referrals, 
or promoting current employees. There are 
plenty of websites available for posting a job. 
Some websites cater to specific industries, while 
others assist potential employers in gaining 
quick responses for easy-to-fill administrative 
jobs. There are even websites specifically created 
for jobs within certain regions or states; other 
websites post jobs nationwide. 


For specific real estate management jobs such as 
portfolio managers, directors of property 
administration, associate property managers, 
and even on-site community managers, there are 


many ways to recruit highly qualified 
candidates.2 With the demographics of the 
industry and employee turnover rates, real estate 
management firms have been building their own 
workforce by creating relationships with 
community colleges, tech schools, and 
universities to offer internships and manager-in- 
training programs. 


Online employment ads generate quick 
responses, especially if they are effective and 
posted on popular websites; in which case, 
employers may receive hundreds of résumés 
from candidates. Some of the most popular 
websites include CareerBuilder, Indeed, 
SimplyHired, and Monster. Posting fees may or 
may not be involved. Some websites base the 
posting fee on a maximum cost-per-click (CPC), 
which is the highest amount paid for a click on 
the job posting. Under this approach, the more 
money spent on the job posting, the more traffic 
the site will drive to the posting. Other websites 
simply offer a basic flat rate for a job posting; 
the rate is based on the length of time the 
posting stays visible online. 


In general, many applicants will be overqualified 
or underqualified for the position, and filtering 
out the most qualified candidates can be time 
consuming. To facilitate the screening process, 
the job posting should describe the duties of the 
job and required qualifications. It should instruct 
applicants to submit a résumé, work history, or 
other pertinent information applicable to the 


job. 


Social media is not only used as a recruitment 
and networking tool, but 

it also promotes a real estate management firm 
in many ways—especially by displaying the 
brand and logo. In order to be successful with 
job postings via various social media platforms, 
it’s important to develop content that helps 
candidates learn more about the organization. 
Furthermore, staff should be aware of social 
media outreach so they can participate in ways 
that will improve the image of the real estate 
management firm. 


Staffing agencies are used to save time or when 
hiring director- or senior-level personnel. In 
other situations when time is of the essence, a 
staffing agency can quickly gather a selection of 
qualified temporary workers. For example, in 
residential student housing, temporary workers 
might be needed between school semesters when 
students are signing leases or moving into and 
out of apartments. Understanding the staffing 
agency’s screening process is important to ensure 
that they find candidates with the specialized 
skills required for the position. Although 
working with an agency spares the time of 
conducting interviews, consider the agency’s fee, 
which is sometimes a percentage of the annual 
salary for the position filled. 


Promotion within the company is an effective 
way to retain and increase the value of excellent 
employees. Some people believe that promotion 


from within doubles the cost of training because 
the person who is promoted and the successor 
must be trained simultaneously. However, 
promotion can be highly rewarding and is often 
more efficient even though the initial training 
expense can be slightly higher. Internal 
promotion is not only excellent for morale, but 
it’s also a great motivator for employees to know 
there is room for growth within the company. 
Another benefit is that the promoted employee is 
already familiar with the company and most 
likely understands the new position quite well. If 
time allows, the person promoted may be able to 
train their successor, which reduces the demands 
on the trainee’s supervisor. In addition, the 
newcomer enters a lower-level position, a 
situation that provides room for individual 
growth within the company rather than fostering 
a need to seek outside opportunities. 


What not to include in a job description 

A well-written job description consists of more than a laundry list of the tasks 
and responsibilities the job entails—it reflects a sense of priorities. The following 
list provides a few ideas to keep in mind when writing a job description: 


Describe the job itself, not the person in the job. It is easy to fall into the trap of 
writing about the person who currently performs the job, but it is essential to 
describe what the position requires. 

+ Itis illegal to indicate specific gender, race, religion, national origin, age, dis- 
ability, or other potentially discriminatory characteristics in a job description. 
For example, referencing a specific gender such as sales man in the job title or 
requirements is illegal. 

+ Avoid adding strict requirements that could eliminate suitable candidates. Try 
not to include excessively stringent requirements or a wish list for the perfect 
candidate because that will eliminate qualified candidates from the job pool. 
Use flexible requirements instead, For example, consider substitutions of edu- 
cation for experience and vice versa. 

+ Do not rely solely on a job's history when putting together a current job de- 
scription. Focus instead on the needs of the job based on the property and the 
owner's current needs and long-term objectives. 


Personal referrals from current employees of the 
company or from acquaintances are also 
valuable resources. Such prospects usually have 
some knowledge of and a genuine interest in the 
company and are most likely capable 
individuals. However, be careful not to depend 
too much on personal referrals because they 
might not attract a diverse workforce or provide 
a fair workplace. Other sources for referrals are 
through professional activities. Membership in 
professional organizations can provide many 
contacts that allow other professionals to keep 
up to date on local business activities—including 
who is working for what company and how well 
those people are doing. Established professional 
relationships can help locate the right person for 
a position and quickly check their credentials. 


In addition to a company’s active recruiting, the 
property or the management firm may 
occasionally receive unsolicited résumés and 
applications. Examine these applications when 
they arrive—even if no positions are available. 
Information sent in this manner is often 
evidence of an applicant who has sound 
qualifications and a sincere interest in working 
for the property or the firm and who may even 
have researched the property or firm in advance 
of applying. If such an applicant appears to have 
the proper credentials, keep their résumé or 
application on file for two to three years. 


Selecting employees 
Regardless of how a prospective employee is 


recruited, all candidates should complete an 
employment application form, which organizes 
and standardizes the information needed to 
make the hiring decision. A personal interview is 
necessary before making a final decision on 
employment. In addition to showing whether the 
candidate is capable, interviews help in 
ascertaining whether the applicant is compatible 
with the requirements of the job and willing to 
work toward the goals of the owner or the 
management firm. The interview should include 
behavioral questions, for example, how the 
candidate has responded to particular situations 
in previous jobs. Individual applicants should be 
evaluated based on the requirements for the 
particular position. 


Sample interview questions for candidates 

The overall goal when developing interview questions is to find the right 

candidate for the job—someone who is trustworthy and passionate about what 

they do. The following lists examples of questions that will help reveal certain 

behavior types: 

+ Tell me about the one thing outside of work of which you are the proudest. 

+ Tell me about the most frustrating experience you've had in the workplace. 

+ You've been assigned to a project development team. What do you think will be 
your biggest asset to the team? 

+ What has been your greatest success in your current or previous job? 

+ What do you feel is unique about you and makes you the best candidate? 

+ What strengths do you possess that we haven't discussed? 

+ Tell me about a time when you had to motivate someone. What did you do and 
what was the result? 

+ Ifmoney were no object and you could follow your passion, what would that be 
and where would it take you? 


Before making a formal offer, verify the 
employment application information. To acquire 
all the information needed, have applicants sign 
a separate waiver—to be copied and sent to 
former employers—that releases previous 


employers from liability for information given in 
references. Request a copy of the applicant’s 
driver’s license and obtain a copy of their 
driving record if they are going to have to use a 
car in the performance of their duties. 


Verifying information provided on job 
applications can be a time-consuming activity, 
and the information gathered may be incomplete 
or inaccurate. Privacy laws require employers to 
safeguard personal information that applicants 
supply. Using an employee-screening service, 
which has more resources available to it, has the 
advantage of distancing the employer from 
liability related to the screening process. 


The formal offer of employment should always 
be formalized, even after an offer is made and 
accepted over the phone or in person. Generally, 
within three days of hiring (the hire date means 
the first day of work for pay), the new employee 
and the employer must complete an 
Employment Eligibility Verification form (Form 
1-9), which verifies the employee’s identity and 
right to work in the United States. Employees 
can present a number of documents to verify 
their identity and right to work. Employers are 
required to retain I-9 forms in the employee’s 
personnel file for three years after the date the 
person begins work or one year after the 
person’s employment is terminated—whichever 
is later. Applicants who are not offered the job 
should receive rejection letters as a matter of 
business goodwill. 


Sample interview questions for supervisors 

One of the goals when conducting an interview is to determine whether the 
responses display a personality type or potential value system that closely 
mirrors the ideal candidate. The following lists additional questions that can be 
asked for supervisory positions: 


+ Describe your management style. 

+ Real estate managers often serve as the intermediary between residents or 
tenants and owners. Describe a time when you had to ensure the satisfaction 
of both parties. 

+ Real estate managers wear many hats. Explain your methodology in mastering 
these many roles. 

+ Describe the general responsibilities of a community manager, facilities man- 
ager, or property manager.” 

+ Describe your ideal supervisor. 

+ Describe your ideal team member. 

+ How would you provide an atmosphere in which you would support others’ 
ideas, feelings, and concerns? 

+ Provide an example of when you had to deliver negative news and how it was 
received. 

+ Describe a time when you suggested improvements and how (or if) they were 
adopted. 

1 If candidates are new to these positions, this question would allow real estate managers 


to correct inaccurate assumptions and better explain the specific roles so the candidates 
know exactly what the jobs entail. 


Although some reasons for selecting one 
candidate over another are subjective, the 
promise of capability combined with 
demonstrated reliability are usually the main 
factors in selecting a new employee. Certain 
outside factors should never influence the 
compensation offered to an applicant or a 
current employee, or any other decision that 
affects an applicant or employee. Title VII of the 
Civil Rights Act, which is enforced by the United 
States Equal Employment Opportunity 
Commission (EEOC), prohibits discrimination 
against employees and applicants for 
employment. Various state and local laws may 
also prohibit discrimination in employment, and 
their requirements may be more stringent. 


The importance of nondiscrimination in the 
workplace goes beyond legal compliance. People 
of all races and creeds own and rent property. 
To provide owners and residents or tenants with 
superior service, the staff of the property and the 
management firm should reflect the diversity of 
the community. The owner and the management 
firm should provide diversity training to the 
property staff.3 The ability to work with people 
whose backgrounds are varied is extremely 
important. To stay up to date on the laws that 
apply to all types of work situations, including 
hiring, firing, promotions, harassment, training, 
wages, and benefits, visit eeoc.gov. 


Employee onboarding 


All new employees should receive training and 
orientation regardless of their competence or 
familiarity with their new duties; this is also 
known as employee onboarding, which is a 
comprehensive approach to bringing in new 
hires that goes beyond simple orientation. 
Onboarding plans are intended to make new 
employees familiar with the overall goals of a 
management company or specific property and 
support new employees as they embark on early 
projects in an effort to achieve success. 


The ultimate payoff is to reduce turnover and 
encourage workers to stay with an organization 
for a longer tenure. Because every company has 
a unique culture and particular procedures, new 
employees should be properly introduced to the 
work environment as quickly as possible. An 


employee manual stating the company policies 
reinforces an orientation program. An employee 
manual should include but is not limited to the 
following: 


e General rules of employment. Hours 
of work, paydays, holidays, sick leave, 
vacations, etc. 


* Company policies affecting internal 
and external activities. Public 
relations, ethics, employee attitudes, 
promotion from within, discrimination, 
sexual harassment, social media, etc. 


+ Information about the company. A 
brief history, a statement of objectives, 
and an organizational chart. 


+ Social media. Employers should have 
a social media policy in place that 
protects against issues like workplace 
harassment and bullying, damage to 
the company reputation, 
discrimination claims, and violation of 
copyright or confidentiality policies. 


e Remote work policies. 
Telecommuting policies should be 
comprehensive and specific about 
details like eligibility, frequency, 
productivity, expectations, 
requirements, cybersecurity, and 
communication methods. 


e Other policies and procedures as 


required or needed. Proprietary 
information, confidentiality, fiduciary 
responsibilities, etc. 


Contents of an employee manual 

Asa standard practice, all employees should be required to signa statement 
acknowledging receipt of the employee manual. The following lists some of the 
basic content in an employee manual: 

+ Company description and history 

+ Company policies and procedures 


+ Employment rules 


Employee benefits 

+ Department and company organization 
+ Safety and security policies 

+ Customer relations 

+ Ethics 


+ Hiring and orientation policies 


The manual may also include a policy that 
requires any employee to take any conflict with 
their employer to binding arbitration instead of 
immediately going to court. 


Once employees are established in their jobs, 
schedule regular performance reviews and 
conduct them as promised. These sessions should 
be structured to help employees increase their 
value to the firm. They are also a great 
opportunity to discuss any deficiencies or 
performance corrections that may be needed. 
Businesses commonly review employees’ 
performance at least once a year. In addition, 
new employees may receive employment 
reviews after their probationary period, or the 
first three months. A review early in the period 
of employment can be an opportunity for both 
employer and employee to reaffirm their 
employment decisions—or to agree that the 


decision was not right and go their separate 
ways. 


Employees adapt to their new work 
surroundings and obligations at their own pace. 
Depending on the job and the individual, some 
employees require as much as a year on the job 
before their productivity reaches the level the 
employer expects. Conversely, the employer may 
realize early that an employee is incapable of 
doing the job assigned. 


A comprehensive review of the employee’s 
performance may indicate that their talents lie 
elsewhere—refer to the recommended 
performance appraisal methods in the next 
section. Review of the job description may also 
reveal that the work is too much for one person 
to accomplish. Additional training or a transfer 
may be a way to retain an employee who shows 
promise but is not qualified for the job they 
were hired to do. 


Retaining employees 

A talented and dedicated staff is an employer’s 
most valuable resource. Developing qualified 
staff requires great effort, and continually 
rebuilding a staff because of turnover is 
extremely expensive. An employer can minimize 
personnel costs and increase the value of 
individual employees by retaining responsible, 
dedicated people. Appropriate compensation, 
open communication with employees, and 
consistent encouragement of individuals to grow 


in their jobs are factors that facilitate employee 
retention. 


Performance appraisal methods 


One of the main components of retaining 
valuable employees is through appraising their 
work performance. A few of the most effective 
and widely used methods utilize the following 
three components: (1) graphic rating scale, (2) 
weighted checklist, and (3) management by 
objectives. These are just a few ways of 
determining the strength of the staff and 
evaluating and reviewing their performance. 
Essentially, through the review process, 
employees learn areas in which they have 
improved or in which they still need 
improvement. Such a review is meant to help 
motivate employees. 


Graphic rating scale 

There are a variety of ways to gain honest and 
constructive feedback from employees based on 
their performance appraisal. The graphic rating 
scale method provides an appropriate place ona 
scale for each task listed. A typical scale has a 
five-point rating: 1 is significantly below 
standard, 3 is standard, and 5 indicates 
performance significantly above standard. A 
comments section is typically included for 
providing additional information about the 
employee’s performance in each dimension. 


Weighted checklist 
Using the weighted checklist method, the 


appraiser is given a list of statements and checks 
the items on the list that describe or apply to the 
employee. Some items may be weighted higher 
than others to arrive at an overall tabulated 
result. This system is limited because each 
appraiser may interpret statements and words 
differently. For example, the checklist might 
have the following items: 


° This employee is a team player. 
° This employee arrives at work on time. 


e This employee is a good leader. 


Management by objectives 

A process in which employees help set objectives 
for themselves is known as management by 
objectives (MBO), which defines what they intend 
to accomplish within a given period. The 
employers and employees mutually agree on the 
goals and objectives. When employees are 
involved in setting goals, a higher level of 
commitment and performance can result. 
Employees clearly understand goals they helped 
to set, and that fosters an increased sense of 
accomplishment and dedication to the company. 


Compensation 

Pay and benefits are the tangible rewards of 
dedicated service. Compensation must meet 
market levels to keep employees satisfied. It 
must also offer employees security and 
incentives to strive for greater rewards. 


Wages 

The federal Fair Labor Standards Act (FLSA), 
which the government revises from time to time, 
regulates the minimum wage per hour and the 
maximum number of hours employees can work 
per day and per week in positions that are paid 
an hourly wage. If the maximum hours per day 
or cumulative hours per week exceed those 
prescribed, the employer is required to pay 
overtime—standard wage plus 50 percent. In 
addition, employers are required to pay 
employees for all hours worked in a workweek, 
including time worked in the workplace, time 
spent traveling as part of the job, training, and 
work performed at home at the employer’s 
request or with the employer’s permission. While 
employers must follow the minimum wage law, 
market demands generally require a higher wage 
rate to recruit qualified employees. Other 
incentives such as double-time pay for working 
on holidays may also be necessary. 


To be exempt from the wage and hour 
regulations of the FLSA, a position must meet 
several specific tests. Among them are 
supervision of others and performance of office 
work directly related to business operations. 
Determining whether an employee is exempt 
from overtime requirements under the FLSA has 
long been problematic because the rules were 
confusing. Under the rules put into effect in July 
of 2009, the U.S. Department of Labor (DOL) 
issued specific guidelines for determining 
exempt status, including salary level. In addition 


to hourly workers, real estate managers working 
in the corporate setting whose annual salary is 
less than a certain dollar amount (may vary by 
state and changes over time) must be paid 
overtime when they work more than 40 hours in 
a workweek—in the past, the hours per day or 
per week maximum did not affect exempt 
employees. The rules also spell out the duties 
that define the roles of exempt employees. 


Employers should schedule salary adjustments 
regularly, budget them routinely, and administer 
them fairly. Reliable, dedicated employees will 
continue to provide quality service if their good 
performance is noted and compensated. One 
incentive to excellent performance—and cost- 
consciousness—is to link a portion of the 
employees’ compensation directly to the 
employer’s annual profit. Instituting such 
programs places more ownership on an 
employee because they now have a “personal” 
stake in how well the company fares. 


Employee benefits 

If the employer’s goal is to retain employees, it’s 
important to have a benefits plan that gives a 
sense of value to employees’ jobs and increases 
their economic security. Typical employee 
benefits might include but are not limited to the 
following: 


* Relocation assistance 


e Medical, prescription, vision, and 
dental plans 


e Health and dependent care 


e Retirement benefit plans, pension, 
401(k), or 403(b) 


e Life insurance, and employee and 
dependent health insurance 


e Disability insurance 

e Car allowances or company cars 
e Stock options 

e Savings programs 


e Paid vacations and holidays 


Depending on the type, some of these benefits 
are based on seniority or level of responsibility, 
and their distribution is often complicated by the 
effort to avoid or defer tax payments on them. In 
addition, some employers provide 
accommodation and enhancement benefits that 
include employee assistance programs such as 
smoking cessation or weight loss. Employees 
want stability in their jobs; therefore, it’s 
essential to provide a benefit plan to retain 
valuable employees. 


Federal, state, and local employment 
requirements 

The U.S. government, state government, and 
sometimes local government require employers 
to participate in programs that provide for 
workers if they are terminated, retire, or become 
disabled. Those programs are presented in the 


sections that follow, but there are also many 
other state and local requirements. 


Federal Unemployment Tax Act (FUTA) 

The Federal Unemployment Tax Act (FUTA) and 
various state unemployment programs are 
intended to ensure compensation if an employee 
is laid off or terminated. The employer alone 
makes the contributions, and the amount or rate 
is based on the number of employees and the 
number of claims made. Usually minimum and 
maximum amounts are paid—on a per-employee 
basis and related to the employer’s history of 
layoffs. The federal government collects the 
FUTA taxes, but the state usually administers the 
unemployment compensation. 


Workers’ compensation 

Employers must also provide workers’ 
compensation insurance to compensate employees 
in the event of a work-related illness or injury. 
Employers purchase the insurance through the 
state or from a private insurance company. As a 
rule, firms with five or more employees must be 
covered, although contractors with even one 
employee must also buy coverage. This rule may 
vary by state with a lower number of employees. 
Additionally, some states do not require workers’ 
compensation, but employers will have another 
insurance policy to cover injuries and must 
follow strict safety training and requirements. 


Social Security/Medicare (FICA) 
In addition to these employer-paid programs, 
workers collect Social Security, and workers may 


collect Medicare benefits when they retire. 
Funds for these benefits are collected and 
administered under the Federal Insurance 
Contributions Act (FICA), and the employer and 
employee contribute funds equally based on the 
employee’s income. 


Communication 


Clear communication with employees is a basic 
and valuable retention tool. Many employees’ 
only source of information about their company 
is their coworkers. Their reliance on such news 
source creates the potential for damaging rumors 
to spread. To avoid such rumors and their 
consequences, employers should disseminate 
information that affects the business in a timely 
manner and explain it fully. News of particular 
significance, or items that the press may 
publicize favorably or unfavorably should be 
released to all employees at the same time it is 
released to the press, or even beforehand to 
avert speculation. 


Companies might use a Facebook page, chat- 
based workspaces like Microsoft Teams or Slack, 
a blog, an email update, an intranet site, or a 
newsletter to communicate with their staff. 
Employees welcome recognition of service 
anniversaries, promotions, and personal news 
items about their fellow workers along with 
news about the company’s activities. 
Management most often publishes and controls 
these communications. However, they should be 
directed to all employees, and the writing style 


should be friendly and personal. 


Central to the communication program of any 
company is the policy manual or manuals that 
were previously mentioned in this chapter. This 
material provides all employees a reference to 
consult for information on company benefits, 
work hours, and minimum performance 
standards for particular procedures. Individual 
departments may institute policy or procedure 
manuals for the tasks they perform, but all 
employees should receive some definitive source 
of information regarding their relationship with 
the company. 


Unfortunately, grievances are a natural part of 
life and work. Misunderstandings can result in 
the loss or dissatisfaction of reliable employees if 
the employer does not address their concerns 
promptly and sincerely. An open-door policy for 
airing work-related problems can preserve an 
excellent working relationship if it prohibits 
recriminations against those who use it. An 
open-door policy allows employers to examine 
their working relationship with their employees. 
If employees belong to a union, the union 
contract usually outlines specific grievance 
procedures. Maintaining good relations with the 
union can make the process more workable. 


Managers should expect all workers to use their 
skills and talents to the maximum in their work. 
They should treat all coworkers with respect 
regardless of the tasks they perform or whether 
their position is that of a supervisor or an 


individual contributor. Managers should openly 
welcome dialogue on grievances because it leads 
to opportunities to take corrective actions or 
make improvements. Employees who feel they 
have a voice and 

are really heard are more likely to have an 
increased sense of investment 

and commitment to the firm. 


Promoting morale 

Effective communication is only part of an 
overall program to maintain employee morale. 
Developing teams for managing properties, 
having a mentor program within the company, 
and helping employees interact with one another 
on a positive level help to foster good morale 
among employees. Recreational activities among 
coworkers should also be encouraged. 
Employees who are dedicated to their jobs yet 
balance their hard work with recreational 
activities, and can differentiate between the 
appropriate times for each, usually have a 
positive attitude toward their careers. Company- 
sponsored baseball teams, golf outings, and 
bowling leagues are common pastimes among 
coworkers. The cost of such sponsorship may be 
very little. A set of matching T-shirts is a 
nominal investment to foster employee 
enthusiasm. 


Managers should expect excellent performance 
of every employee, and they should compensate 
their employees for such performance. However, 
regular thanks for a job well done is also 


important to an employee. Dedicated employees 
want to know that their employer appreciates 
their work and that their efforts contribute to 
the organization’s success. An expression of 
gratitude, whether oral or written, can add 
greatly to good morale. 


Continual training 


In the normal pace of business and family life, 
time is rarely available for additional training or 
education. As a result, formal education for 
many employees ends with high school, trade 
school, or college. As an incentive to continue 
learning, many employers institute education 
reimbursement programs for their employees. 
The rules and incentives for these programs vary 
greatly, but the benefits to the employer can be 
substantial. 


In addition to formal course work, many 
associations and corporations sponsor seminars 
and courses in aspects of real estate management 
as well as other disciplines such as accounting, 
maintenance, and human relations. Seminars 
that teach management and interpersonal skills 
foster both personal and professional 
development. Before sending employees to any 
workshops or seminars, the employer should 
investigate the cost and quality of such 
programs. The size of a company and the 
resources available to it determine the extent to 
which it can offer such educational programs. 


Developing talents 


While a job description is a valuable reference 
for both employer and employee, it can hinder 
the employee’s progress if interpreted too 
narrowly. The job description should define the 
basic functions of a position but should not set 
limits on what the person performing the job can 
do. Employees commonly desire definite 
boundaries to their duties. However, boundaries 
can limit more than the number of hours that an 
employee must work. They also permit 
employees to concentrate only on the minimum 
the employer expects them to do. While 
boundaries help create a sense of security, they 
can also be stifling; people begin to think they 
are in a rut at work. In establishing boundaries, 
balance is important. If workers resist change 
too much, their department can stagnate and 
hinder a thriving business. However, if they 
pursue every new opportunity and ignore 
fundamental procedures, the department or 
company can flounder from lack of direction. In 
other words, allowing the employee some 
latitude to be creative and try new ideas 
provides more opportunity for career 
development and growth for both the employee 
and the company. 


Most job descriptions gradually change as a 
business evolves, so workers must increase their 
knowledge to be able to keep up the pace. As 
previously mentioned, communication and 
training enable workers to grow with the 
demands placed on the business as does 
encouragement. If an employer encourages 


employees to undertake new tasks and if they 
are legitimately capable of mastering the work, 
they will be productive workers. In such cases, 
the employer may not have to hire additional 
staff in order to expand its operations. The 
employees also gain if they develop more self- 
confidence and can base their sense of security 
on their own growing abilities. 


Employee discipline 

Those new to managing staff might struggle with 
the issue of establishing disciplinary action when 
it is needed. The most common mistake is 
ignoring a problem; doing so will have a domino 
effect. Assuming the problem will “get better” by 
ignoring it will most likely cause the problem to 
get worse, while also losing the respect of other 
employees. Addressing issues early will assist in 
maintaining a professional work environment. 


In spite of the efforts an employer may make to 
retain valuable employees and to develop their 
talents, situations unfortunately occur in which 
employee discipline becomes necessary. There 
should be a formal disciplinary procedure in 
place, and it should be part of the employee 
manual. When an employee disobeys a firm’s 
policies, the employer has the following three 
steps to take: (1) warn the employee and remind 
them of the policy; (2) establish disciplinary 
action; and (3) finally, dismiss the employee. 
Discipline implies reform, and dismissal precludes 
the possibility of reform. Choosing which action 
to take depends on the infraction involved. The 


desired result is the same regardless. The 
employer hopes to remedy or undo any damage 
from the employee’s actions and to prevent any 
recurrence. 


Supervisors sometimes are not properly trained 
in conflict management, dealing with difficult 
people, or even approaching an employee who is 
having issues. Leaders are trained and not born. 
There are several training options available for 
dealing with conflict resolution. From time to 
time, reputable managers will take a look at 
their own performance and evaluate how they 
are doing as supervisors and make corrections, 
too. 


Employment policies 

The employee manual should state company 
policies regarding employee behavior, discipline, 
and termination. Even small companies must 
have some form of employee manual or list of 
procedures and policies that is presented during 
the onboarding process to establish the general 
guidelines of the company’s expectations of their 
performance. Employees should sign a statement 
that they have received and understood the 
company’s policies. Most work rules are 
absolutes, and they should be easy to enforce. 


Progressive discipline 

Some of the most frustrating disciplinary 
problems are a result of minor disobedience. The 
circumstances that require discipline can 
provoke anger, but employers must restrain their 


anger. It is important to preserve impartiality 
and respect for the employee. When a supervisor 
learns about or witnesses an infraction, they 
should write down what is known about the 
incident and interview the employee regarding 
the matter. Any required disciplinary action 
should take place as soon as possible after the 
offense, and the matter should be discussed in 
private. Accusing an employee of wrongdoing in 
the presence of coworkers neither rectifies the 
problem nor serves to rehabilitate the offending 
employee. Moreover, other employees who 
witness the exchange between supervisor and 
subordinate may lose respect for the employer. 


Although the employer should establish a 
thorough and impartial system of discipline, 
writing a comprehensive set of disciplinary 
measures to cover every possible circumstance is 
impossible. Regardless, the employer must deal 
with all employees individually and fairly, based 
on the nature of the incident. To ensure fair 
treatment, all comparable incidents should be 
handled similarly. Disciplinary measures should 
be applied consistently. 


The employer should establish a system of 
progressive discipline to provide ample 
opportunity for the employee to change or 
correct their behavior. Such a system usually 
involves (1) oral warnings, (2) written warnings, 
(3) probation, and (4) termination. The first 
three steps are discussed below. The employer 
should carefully document any disciplinary 


action against an employee, even a verbal 
action. 


1. Oral warnings. The number of 
notices (warnings) given to an 
employee regarding a particular 
problem depends on the type of 
infraction. One or more conversations 
calling attention to company policy 
and asking for the employee’s 
commitment to eliminating the 
problem may be all that is necessary 
if an employee is repeatedly late for 
work or regularly extends their lunch 
period beyond the allowed time. As 
mentioned, such conversations should 
be documented in the employee’s file. 


2. Written warnings. A written 
warning copied to the employee’s 
personnel file would be the next step. 
Some undesirable behavior may 
require a written notice from the 
beginning. This is particularly 
appropriate if an employee’s failure to 
follow company procedure is causing 
problems for others on the staff. For 
more serious infractions, a 
disciplinary meeting should be 
attended by a third party—preferably 
a member of management. This 
person can attest to the conversation 
held, agreements reached, and the 
accuracy of any written warning 


placed in the employee’s file. 


3. Probation. Sometimes a period of 
probation is necessary. Probation gives 
the employee a fixed amount of time 
to overcome the work-related 
problem. It allows an employer to 
monitor and report on the employee’s 
improvement. During probation, the 
supervisor should remind the 
employee that being on probation 
might affect their next performance 
review. If the employee corrects the 
problem before the next performance 
review, ending the probation 
officially may be appropriate. The 
supervisor should inform the 
employee that if the problem is not 
corrected, their employment will be 
terminated. Regardless of how the 
disciplinary 
action is set up, pay and benefits 
should remain intact during a 
probation period. 


Employee termination 


The typical American employee no longer makes 
one place of business a lifelong workplace, as 
was common with previous generations. Seven 
to ten company changes and four or five career 
paths are common. Turnover is a way of life 
because of resignations, corporate takeovers, 
layoffs, and changing client needs. When change 


occurs, employees should never feel they are just 
another commodity. Whether an employee 
retires or resigns or whether the employer must 
lay off or terminate the employee, such a 
departure is always stressful for both parties. 
Nevertheless, dealing with such matters is a part 
of managerial responsibilities. 


Facing a layoff 

When income decreases or expenses increase, or 
if residents, tenants, or clients are lost, a layoff 
may be the only way to counter the financial 
shortfall. Whether permanent or temporary, a 
layoff can be devastating to the employees and 
their families. The stress on those who remain 
will increase; they will be concerned about their 
job security and might have to perform 
additional work without additional pay. The 
personal feeling of responsibility and the work 
to salvage the business exact a high toll. To be 
effective and lessen problems, organize all the 
details ahead of time. Severance packages, layoff 
letters, explanations of benefits, and all other 
relevant documents must be prepared. Making 
corporate outplacement services available to 
departing employees will soften the blow and 
offer compassionate support to help former 
employees. 


The most valuable assistance involves being 
direct with employees about the condition of the 
business and giving them as much warning as 
possible about the economic situation. Before 
notifying any employees, the employer must 


review the personnel list to preclude 
discrimination against any group because of the 
layoff. 


Dismissing an employee 

The most extreme action an employer can take 
against an employee is termination. In many 
states, employment is at will, meaning that either 
the employee or the employer may terminate the 
relationship at any time for any reason (with or 
without cause). Exceptions to this are 
antidiscrimination of protected classes, 
antiretaliation (whistleblower) statutes, and 
specific contractual arrangements, including 
collective bargaining agreements. 


A primary concern for the employer is protection 
from an unjust termination suit, so termination 
is usually a last resort. Employers should seek 
advice of legal counsel before adopting specific 
employment policies, especially those regarding 
unacceptable (i.e., dangerous) behaviors and 
their consequences. 


In implementing discipline and termination 
procedures, the employer must be sure to 
administer their system consistently. 
Discrimination claims are based on 
misconceptions and disparate treatment of 
differently situated individuals. To avoid 
susceptibility to such claims, the employer must 
carefully document all disciplinary actions and 
terminations. Prior to taking any action under a 
policy, the employer should review their files for 


any past instances of similar conduct, and where 
similar conduct has previously been the subject 
of disciplinary action or termination, the 
employer should administer its policy to 
preserve uniformity. 


Before terminating an employee, the employer 
should thoroughly document the event or 
behavior prompting dismissal. Documentation 
should concentrate on the work performed or 
lack of, not on assumptions regarding its cause. 
The meeting during which an employee is to be 
terminated should also be attended by another 
member of management who can attest in 
writing to the conversation between the 
supervisor and employee. Third-party 
attendance aids in preparing a defense if the 
employee should later file a lawsuit for 
discrimination or wrongful termination. 


While terminated, employees may be entitled to 
collect unemployment compensation. A 
dismissed employee could sue the employer for 
denied unemployment compensation or for 
damages based on discriminatory or other unfair 
practices by the employer. To avoid such a suit, 
an employer should establish and fairly apply a 
policy of progressive discipline and carefully 
record reasons for dismissal. 


Employer liability 

Understanding the potential liability involved in 
the role of employer is important. Employers 
may reject applicants or terminate employees 


who pose a direct threat to the health or safety 
of others in the workplace. In real estate 
management, the workplace includes not only 
the managed property but also the property of 
residents and commercial tenants, as well as the 
latter’s employees and their customers, and even 
the management employee’s coworkers. 


Apart from the problems that arise directly from 
an employee’s actions, the potential exists for 
legal action by others. If a pre-employment 
background check would have revealed a prior 
conviction for a felony (e.g., assault), the 
employer of an individual who assaults someone 
on the job could be sued successfully for 
negligent hiring. If an employee who exhibits 
dangerous behavior on the job (e.g., showing a 
weapon, making or carrying out threats of harm) 
is allowed to repeat the behavior and someone is 
hurt, a lawsuit could be filed based on negligent 
retention. If training and oversight of an 
employee is inadequate and an incident results 
in injury to another person, employee, tenant, or 
visitor, the employer could be sued for negligent 
supervision. 


Criminal background checks and drug testing are 
some of the tools available to help prevent and 
reduce problems caused by employees, but none 
will ensure the absolute prevention of harmful 
acts by others. However, the nature, time 
passed, and circumstances of past issues may 
need to be considered when using this 
information. In terms of firing an employee, 


paper trails and documentation are critical. In 
the courts, real estate managers may need to 
provide support for their actions. To ensure that 
behavior, policies, and procedures are all 
accurately and professionally presented, a clear 
documentation of all procedures will keep the 
manager on the right path. 


Summary 


In real estate management, good relationships 
with employees are central to maintaining good 
relationships with residents, tenants, and the 
property owner. All staff members, whether 
supervisors or individual contributors, are 
colleagues and should always work toward 
fulfilling the owner’s goals for the property. The 
size of a management firm’s staff depends on the 
specific attributes of the properties managed as 
well as the attributes of other properties in the 
firm’s portfolio. People who work at a property 
are employees of the management firm. For 
smaller management companies with limited 
staff and only one property managed, staff may 
be considered employees of the property owner. 
In some cases, contractors may be hired for 
specialized work. Regardless of who hires them, 
all workers must perform their duties 
harmoniously and cooperatively. 


A wise selection of staff members is as crucial to 
successful real estate management as it is to any 
other business. The key to hiring superior 
employees is searching for qualified candidates 
who possess the appropriate skills and are 


willing to share the goals of the manager of the 
property. Continual training and encouragement 
to pursue additional education foster individual 
productivity. Such programs are good 
investments when companies can afford to 
implement them. 


Employers can retain employees by treating 
them fairly, respecting them, and regarding 
them as colleagues. This includes providing fair 
compensation and benefits. Honest 
communication and genuine concern should be 
at the forefront of employer-employee 
relationships. 


1 A good resource for developing an emergency procedures 
plan is the IREM publication Before and After Disaster Strikes: 
Developing An Emergency Procedures Manual, 4th edition 
(Chicago: Institute of Real Estate Management, 2012). 

2 Careers.iremjobs.org is a good source for finding qualified 
candidates through posting jobs, searching résumés, and 
tracking activity. 

3 A good resource for diversity, equity, and inclusion training 
is the IREM Skill Badge course Building Diversity, Equity, and 
Inclusion (DEI) (Chicago: Institute of Real Estate 
Management, 2022). 


Chapter 8: 
Marketing and tenant 
retention 


Regardless of the type of property being 
managed, the principles of resident and tenant 
relations are essentially the same. In fact, the 
cycle of tenancy is common to all properties. The 
current residents or tenants once started out as 
prospects who were attracted to the property for 
one reason or another. Some residents or tenants 
eventually move out, but satisfied residents or 
tenants may refer others to the property. When 
leases expire, the residents’ or tenants’ 
satisfaction with the location, appearance, and 
structural integrity of the property is an 
important factor in their decision to renew the 
lease. However, residents or tenants are less 
inclined to move out of a property after the 
implementation of specific programs that are 
designed to retain them. This chapter explores 
all phases of the cycle of tenancy, along with the 
skills and dedication required of the real estate 
manager. 


Understanding the market 
Marketing real estate is different from marketing 
other types of products and services. Altering it 
to meet market demands is difficult and 


expensive. Specific features of a property may 
dictate its target demographic and the pool of 
potential residents and tenants. Therefore, real 
estate managers (or leasing agents) must 
thoroughly understand the property’s features 
before identifying the market and concentrate 
promotion in media appropriate to that market. 
Careful study of the limitations on the market 
before initiating a marketing program will 
reduce the time and expense required to produce 
results. Search engine optimization and search 
engine marketing are now integral tools in 
appropriately marketing space. 


Four primary factors limit the potential market: 
(1) property type, (2) size of the rental space, (3) 
location, and (4) rental price. Property type 
dictates how leasing agents determine whether 
they are marketing store space to merchants, 
office space to businesses, or apartments to 
people looking for a place to live. Each of these 
property types requires a different marketing 
approach. 


The second limiting factor, size of rental space, 
narrows the range of potential residents or 
tenants for a specific store, office space, or 
apartment. For example, the number of 
employees and size of equipment help determine 
the square footage needed for the office space. 
Though it’s worth noting that the COVID-19 
pandemic has dramatically altered the flexibility 
of the office footprint. Hybrid working 
environments (three days in office, two days 


remote), hoteling (common, unreserved desk 
space for both occasional and permanent office 
workers), and the remote working environment 
have dramatically shrunk the required square 
footage previously needed. Retail properties 
have altered their square footage requirements 
to tailor their offerings to the specific submarket. 
Grocery stores that once needed 50,000 sq. ft. or 
more can now operate in 35,000 sq. ft., as robust 
delivery programs have shrunk the need for 
traditional layouts. In terms of residential space, 
members in a household and their income 
generally define the size and layout. Residential 
limitations are also frequently dictated by local 
laws and ordinances that specify how many 
people may occupy a unit, often defined as X 
number of people per bedroom. 


Location, the third limiting factor, also relates to 
the type of property. Specific features, such as 
access to transportation and proximity to local 
attractions, define the market as well. Shopping 
centers can seek tenants nationally, but rental 
housing and office space generally attract 
prospective residents or tenants from the 
surrounding neighborhood or region. On the 
other hand, a time-share condominium in a 
resort area may attract residents from all parts of 
the country or the world, depending on what 
they can afford, which leads to the fourth 
limiting factor—rental price. Any particular level 
of rent will attract only those in the market who 
are able to afford the rent and are willing to pay 
it. 


Four factors that determine potential market 


i 3 4 
Property Location Rental 
type price 


Once the general characteristics of the resident 
or tenant profile become evident, real estate 
managers can examine what will attract the 
greatest number of prospects to visit the site. 
The effort at this point is to make the market 
aware of the property’s existence, its advantages, 
and its available space. It’s important to ensure 
that the property will lease-up quickly by 
choosing the medium and message that will 
generate the most responses—the greater the 
number of responses, the larger the number of 
prospects. Many types of media are available to 
market a property, but when selecting media, 
consider two key elements: (1) reach and (2) 
frequency. Reach applies to the specific audience 
exposed to the medium, and that should be the 
largest possible number of prospects who mirror 
the target market. The frequency is the number 
of times the ad appears in the medium. 
Traditional methods have been eclipsed by the 
aforementioned search engine optimization 
(SEO) and search engine marketing (SEM). 
Social media has also permanently changed 
marketing for residents or tenants, which now 
extends far beyond simply attracting them to the 
property. There is a continuous marketing 


element (hashtags, Instagram, and promotions) 
that now govern how a property is marketed 
effectively across all property types. 


By its nature, a new property attracts attention. 
Its location, size, and state of completion invite 
curiosity. In this regard, a new development 
benefits from the free publicity it receives simply 
because it is new. People’s natural 
inquisitiveness can be further encouraged with 
specific advertising. On the other hand, an older 
property may not generate much curiosity, but 
compared to a new structure, an established 
property may have fewer vacancies to fill. 


New residential properties usually have 
impressive model units that contain furniture 
and accessories, which should reflect the market 
and ideal resident. Model units also help 
prospects envision the space as their home. 
While the furnishings of a model space should 
suit the target market, the furnishings 
themselves should not be the focus of attention. 
They should subtly enhance the space, not 
overshadow it. Oftentimes a prospective resident 
may request a viewing of an unfurnished, vacant 
unit in order to fully envision the space without 
the model décor. When leasing office or retail 
space, models are rarely a factor in obtaining 
tenants. These spaces will typically be marketed 
in a vanilla shell condition—walls ready for 
paint, floors ready for flooring, and a restroom 
with standard finishes. Both office and retail 
tenants’ decision to rent will be impacted greatly 


by the tenant improvement allowance offered by 
ownership, a monetary contribution toward 
developing the unit to the tenant’s specifications. 


Developing a marketing 
program 

The first step in developing a marketing program 
is to consider the costs of advertising and 
promotion in order to quantify how much 
money is available because an advertising 
program generally requires its own budget. The 
second step is to determine whether (and to 
what extent) to use an advertising agency. 
Although more common with new construction 
because of the extra expense involved, real 
estate managers typically hire advertising 
agencies to promote very large developments or 
a group of properties under one ownership. 
When considering an advertising agency, verify 
the extent of the services desired, the precise 
cost of those services, and the length of time the 
contract will last. 


Marketing 
The costs for these advertising and marketing 


services may include but are not limited to the 
following: 

+ Signage 

e Social media 

e Online presence 


¢ Print media: 


* Brochures, letterhead, forms, 
and business cards 

e Direct mail and press 
releases 


e Events and networking 


¢ Locator services and referrals 


A comprehensive marketing program includes a 
variety of media, and it should never exclude 
existing occupants. Funds should always be 
specifically allocated to retaining occupants, 
which is explained later in this chapter. 


After assessing the budget and costs, the final 
step is to utilize the information that is 
uncovered from the market analysis to 
determine the target market—the ideal resident 
or tenant, who might be interested in renting at 
the property. For example, the target market for 
residential properties is usually composed of a 
particular age group or income bracket, 
matching the current resident profile. The target 
market may also evolve as the property 
improves or the surrounding housing stock is 
increased. For retail properties, certain tenants 
will be targeted in the attempt to achieve the 
desired image and tenant mix for the property. 


The sections that follow explain the different 
advantages and disadvantages of promotional 
methods that help target a certain market. These 
methods involve developing a theme—a concept 
that is reflected across all marketing efforts; 


conveyed through a name, logo, design, fonts, 
color scheme, and so on; and appears in signage, 
brochures, and the property website. This theme 
functions as branding that sets the property 
apart from its competitors. 


Locator 
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Signage 

Every property, whether it has vacancies or not, 
should display a well-designed and easy-to-read 
sign that is one of the first things a prospect will 
see. Good signs identify the site, show the name 
of the managing agent or firm, and have 
information on how to obtain rental 
information. Basic signage is durable and 
requires minimal maintenance, while providing 
a continual, cost-effective form of advertisement. 
Although the response to on-site signage is 
promising, it also has an understandably limited 
effectiveness. Only people passing the property 
will notice the signs, and they may already know 
the information, which is why signage alone is 
not adequate—other forms of advertising should 


accompany it. Marketing signs and other 
promotional gimmicks, such as brightly colored 
banners, tall flags, or balloons, are sometimes 
used throughout a property or near a specific 
vacancy to immediately grab attention (Exhibit 
8.1). Local laws may not allow these additions or 
have limitations. Before implementing, it is wise 
to check the local ordinances or permits. 


Five general types of signage 

A building's signage conveys a certain impression about the property. The 
property name, logo, or other symbol used to represent the property should 
appear consistently in all signage to maintain the unified theme. The following 
lists the five types of signage: 


L Identification signs are typically located at the entrance and include the 
permanent identification sign (monument sign, keystone entry sign, pylon sign) 
showing the property's name. 

+ High-rise buildings—an engraved plaque may be coordinated with the 
building exterior 

2. Directional signs, often referred to as way finding signs, guide visitors and 
occupants to their destination in the building. Buildings that have numerous 
entrances may have signs directing visitors to the main entrance, Off-site 
directional signs lead prospects to the building and to the on-site office. These 
types of signs contain few words and may use arrows to indicate direction. 

+ Commercial properties—signs placed on or above doors to indicate entranc- 
es, exits, and unit or suite numbers or special rooms (e.g.„ leasing office, 
laundry room) 

3. Informational signs convey messages and should be kept to an absolute mini- 
mum. Certain warning signs are legal requirements that mandate the posting 
of safety information, such as swimming pool rules, emergency procedures, 
handicap signs, and fire exits. 

+ Temporary signs—occasionally used to warn occupants about a malfunction 
(wet floor or wet paint); should be immediately removed once the problem is 
corrected. 

+ Handwritten signs—usually mismatched; detract from a building's overall 
image 

4. For-Lease signs indicate available space and provide leasing contact informa- 
tion. These signs are usually placed inside vacant spaces or at key entrances to 
the property. 

5. Project signs introduce a site prior to and during construction and may 
include a rendering of the property, square footage, availability date, names of 
the developers, and leasing contact information. Anchor tenancy may be listed 
for retail space in an effort to attract specific tenants. The anchor tenant is 
typically the largest, most recognizable name with the ability to draw signifi- 
cant foot traffic. 


Social media 


There is no form of marketing or advertising 
more confused, misunderstood, or 
inappropriately used than social media. Simply 
put, it’s a method of communication that 
provides advertisers with direct access to their 
potential customers; however, this direct access 
is not a blanket authorization to commence a 
sales pitch. Instead, it’s the opportunity to 
demonstrate (Twitter, Facebook, TikTok, blog) 
or illustrate (Pinterest, Instagram, Facebook, 
Tumblr) just why the property is ideal. 


If the property has planned holiday events, great 
resident and tenant functions, a seasonal special, 
or great reviews on Yelp, Google, or Facebook, it 
should be featured prominently on social media. 
Although social media they often “free,” 
effective management generally requires a 
dedicated social media manager or third-party 
vendor to keep content updated. Establishing an 
Instagram account that is rarely updated and 
reflects stale content reflects poorly on the 
property. Certain responses can be predrafted so 
they are quick and demonstrate urgency. If the 
approach and messages are thoughtful, helpful, 
and service driven, social media usage assists in 
reinforcing the property’s brand and image and 
almost always translates to lower turnover and 
higher occupancy. 


Online presence 

Posting information online is the most 
fundamental resource for potential residents and 
tenants. Whether a custom website is maintained 


for a property (or company) or listed on another 
website, these media are relatively inexpensive 
and reach a wider audience. Depending on the 
listing, a property can be promoted as a featured 
listing on the homepage of other high-profile 
areas. Residential leasing websites such as 
apartments.com, apartmentguide.com, and 
craigslist.org advertise millions of units 
nationwide. 


Commercial leasing websites such as 
cityfeet.com and loopnet.com list over two 
billion sq. ft. of space. Interactive programs are 
now gaining traction in lieu of static advertising. 
View the Space is one such example of this, 
providing commercial tenants the opportunity to 
virtually tour the space and get feedback from 
end users in real time. In addition, regional 
websites post vacancies for the local area, which 
allow potential occupants to search for available 
space using geographic parameters, square 
footage requirements, and rental rates, among 
other qualifiers. Search results include 
photographs, plans, detailed property 
information, and leasing contact information. 
Most websites include a virtual tour to view a 
revolving image of the interior or exterior of a 
property. Rental rates for commercial space 
often differ in that a range is provided or left 
blank. The length of term, the credit quality of 
the tenant, and the cost of the buildout as well 
as the tenant improvement allowance all factor 
into what price a commercial space may lease 
for, a significant departure from how residential 


pricing remains static regardless of the user. 


Also popular with consumers are sites such as 
Hotpads.com, Zillow.com, and Trulia.com, 
which allow users to access a more information- 
based search. Rather than the typical sales pitch 
with clickbait, Zillow.com provides more of a 
research tool to allow users to access 
neighborhood information, rent comps, and 
additional data before making a decision about 
whether to sign a residential lease. 


Creating a custom website and maintaining the 
information on it require specialized design 
skills and involve either a flat rate or ongoing 
costs, whether it is for a property management 
company or a property (Exhibit 8.1). Certain 
designers might charge as low as $400 and as 
high as $2,000, depending on the features and 
style used. Some website designers are also 
experienced in logo design and might have other 
specialized skills that can be used in the overall 
marketing of the property. Common features in 
property websites are links to applications that 
include easy payment of application fees and 
maintenance requests. 


Exhibit 8.1: Custom website design for a property 


Print media 

Certain publications accept display ads that are 
larger and more expensive than typical print ads. 
Display ads are usually placed in apartment 
guides or commercial guides that are distributed 
free of charge—especially in major cities. Real 
estate managers of office buildings can advertise 
in magazines, journals, bulletins, and monthly 
newsletters directed to a specific industry, for 
instance, the medical field. For shopping centers, 
specific publications directed to general retailing 
audiences, as well as to specific types of 
retailers, help gain prospects. Display ads are 
most helpful during initial lease-up of any type 
of property and are very effective for inviting a 
broader audience to visit a new or renovated 
building. 


As with many industries, the need for print 
media and advertising is slowly fading. More 
and more service providers are switching to 
online or hybrid in-print and online platforms 
that allow clients and customers to obtain the 


maximum return on advertising investment 
possible. Online advertising allows for greater 
exposure, interactive and virtual tours, and 
enhanced tracking tools to better understand 
what works and what does not. In fact, many 
real estate owners and operators are switching to 
online only for their marketing collateral. 


While they are used far less, newspaper ads are 
still placed in certain markets. Newspapers with 
larger circulations periodically publish a special 
section on real estate that appears in a magazine 
or tabloid format. It includes information on 
properties, neighborhoods, property owners, real 
estate brokers, developers, and managers, and it 
appeals to numerous readers. The real estate 
manager must weigh the appeal and potential 
success of advertising in these special sections 
because they usually carry an added cost. 


Brochures, letterhead, forms, and business 
cards. The most detailed piece of advertising for 
a property is usually printed in a brochure with 
colorful and appealing, high-quality photos that 
fully describe the property and rental space. 
Brochures are usually available to hand out to 
prospects, and they can be mailed to those who 
inquire by phone or be distributed to local 
businesses for employee break rooms. For 
residential properties, brochures should include 
sample floor plans with photos of the model 
spaces. For shopping centers, they should 
include a plot plan, traffic statistics, consumer 
demographics, and sometimes aerial 


photographs of the site and the neighborhood. 
Office building brochures should have 
information about the amenities and nearby 
facilities along with photos. Depending on the 
particular company, brochures can also list the 
name and contact information for the 
management company. 


To minimize costs, before a brochure is 
designed, consider how long it will last. For 
example, a design that allows updating 
information on rent prices will help a brochure 
last several years. The same primary design 
elements (logo, typeface, and graphics) should 
be used to maintain the consistency and general 
theme. To design a brochure, various design 
software programs allow businesses to easily 
customize the software as needed. Depending on 
the budget, the cost differences must be weighed 
between purchasing the design software and 
contracting a graphic designer. 


Coordinated business cards, forms, documents, 
and company letterhead maintain a unified 
theme and branding for the company or 
property. Such printed forms should contain the 
same font styles, logo, and graphics. They work 
together to establish the reputation of a property 
as being on the cutting edge or more modern 
compared to other properties that might appear 
older and out of date. 


Direct mail and press releases. If legitimate 
prospects for a particular property can be 
identified, a direct-mailing campaign may be 


profitable, but identifying prospects can be 
problematic. 


While producing, printing, and mailing an ad is 
costly, preparing or purchasing mailing lists is 
usually even more expensive. Most purchased 
lists are ineffective for reaching rental space 
users directly; however, lists of brokers who 
represent commercial tenants (or tenant reps) are 
useful for leasing office, retail, and industrial 
space. Because of the costs involved, direct 
mailing is not a primary means of promoting 
rental real estate, but it can be effective if sent to 
a targeted market and followed up with a 
personal contact. Much of this is effectuated in 
today’s market via an eblast and other 
commercial marketing sources that generate and 
send email solicitations to target audiences. 


Press releases are sent to real estate editors of 
local newspapers as well as broadcast media 
outlets in the form of direct mail or emails. 
When sending press releases, be sure they are 
newsworthy items for local publications and 
broadcast media. For example, information 
about a new development or a property that has 
undergone substantial rehabilitation can lead to 
rental inquiries at virtually no cost. The 
presentation should be clean, attractive, and free 
of errors. Including the following items in a 
press release will help attract an editor’s 
attention: 


° The name and phone number of the 


person to contact should be at the top 
of the page. 


° The release should be short—two 
pages double-spaced at most; one page 
is preferable. 


° The first paragraph should include the 
“who, what, when, where, and why” 
and should be kept as short as possible. 


* The subject should be a legitimate 
news item, not a veiled advertisement. 


+ Photographs should be sent whenever 
possible. 


Press releases should be maximized for their 
publicity and public relations value, even though 
they do not replace the effectiveness of 
advertisements. Developing a relationship with 
the real estate editor of the local news sites can 
be beneficial—especially when announcing 
events, such as grand openings or the reopening 
of a property. Press releases have evolved into 
announcing grand opening parties for office, 
retail, and apartments where prospective brokers 
and leasing agents can tour the property 
firsthand. In office environments, it is not 
uncommon to announce the grand opening with 
large-scale hosted parties inviting all brokers to 
tour each space and offering bonuses (additional 
commissions per square foot for attendees). As 
supply mounts, real estate managers are finding 
new paths to attract and promote their real 


estate. 


Events and networking 

Unlike advertising, public relations (PR) refers to 
any form of promotion that is not paid for, such 
as press releases and word-of-mouth 
endorsement. PR helps increase awareness and 
build the image of the property in a cost- 
effective way. Clearly, creative public relations 
can affect the target market at a fraction of the 
cost of advertising. In fact, some experts say that 
consumers are five times more likely to be 
influenced by editorial copy than by advertising. 
Special events such as a Halloween trick-or-treat 
through the property or even an Easter egg hunt 
at the site will generate news and attention. 
Another important way to help build clientele 
and expedite leasing is through membership and 
active participation in professional organizations 
and social networking events they might host. 
This allows real estate managers to make use of 
business and professional contacts. For example, 
attending annual conferences and participating 
on committees and boards are ways to increase 
this interaction. Many associations offer 
opportunities to teach their courses throughout 
the country and internationally. 


Locator services and referrals 

Real estate managers must budget their use 
appropriately when relying on locator services 
and referrals because both services require 
compensation. Locator services are more 
common in the apartment market, particularly 


on the East Coast, and they often assist people 
who are relocating into the area. They provide a 
centralized listing of available rental space and 
usually offer their services directly to the 
prospect. However, the property owner whose 
space is rented usually pays the fee—typically a 
percentage of the first month’s rent. 


For commercial markets, leasing agents and real 
estate brokers provide a similar service to 
owners and prospective tenants through 
referrals. These representatives seek out 
prospects if they work for an owner. If they are 
tenant reps, they search for office, retail, or 
industrial space that meets the prospect’s 
criteria. The broker’s fee (leasing commission) 
relates to the negotiated rent. In a soft market, 
the owner of the leased space pays the fee. Ina 
tight market, the tenant may have to pay the 
commission. Commercial brokers and leasing 
agents are often part of a network. The local 
commercial board of REALTORS® provides a 
gathering place to exchange information. Many 
have multiple-listing services and mechanisms 
for distributing fliers on available properties to 
their members. They may refer properties or 
prospects to other brokers if they are unable to 
match a commercial tenant to a particular space. 
In such situations, a reciprocal arrangement may 
be made regarding commissions if a lease is 
arranged. 


A typical commission schedule for an office or 
retail broker might be 


6 percent of base rent for the first five years and 
4 percent of the second five years. Depending on 
the competitive level of the market, you may 
also see 

5 percent and 2.5 percent, respectively. 


Referrals are excellent sources of prospects for 
any type of property. Happy residents and 
tenants actively discuss their satisfaction with 
friends and business associates; this can be 
encouraged by offering referral incentives, 
which should be carefully evaluated in terms of 
what to offer and the costs. Additionally, state 
and local laws may prohibit or dictate the 
maximum fee that can be paid to someone 
without a real estate license. A rental discount is 
usually an attractive incentive to offer; however, 
other incentives may be more effective for a 
residential property. The most popular forms of 
incentives include cash payments, rental 
discounts, gift certificates, or improvements to 
the leased space (new appliances or fixtures). 
Before instituting a referral incentive program, 
investigate any legal limitations on resident or 
tenant referrals or compensation for them. 
Certain restrictions may relate to real estate 
licensing requirements—some states may 
prohibit monetary incentives. 


Branding 

In today’s social atmosphere, branding and 
messaging are more important than ever. From 
helping a company establish its presence in a 
market or submarket to repositioning or 


launching a new property, there are many 
reasons to create a brand, and crafting a catchy 
or creative logo and tagline is just part of it. 
Presenting the brand to customers and clients 
on-site and off-site can make business more 
successful and also enhance occupancy. 


There are three primary types of branding that 
occur on-site or across a portfolio, and each is 
directly related to the identity of the entity: (1) 
the owner or ownership group, (2) the 
management company, and (3) the physical 
asset. 


Depending on owners’ goals and objectives, 
owners may seek to advertise their name or 
brand at the site. While this tends to be more 
common with an owner/operator, it is not 
uncommon with investment groups or funds 
seeking to garner attention as an area expert— 
perhaps as they seek out off-market investment 
opportunities in a particular market or 
submarket. Additionally, it can help with 
fundraising if the group is active in the 
marketplace and looking to grow its investor 
base. There is no better way to evaluate the 
relationship between physical and financial 
oversight than to walk the property. Seeing the 
owner’s name and logo at the property level 
shows investors and customers that the owner 
stands by their product. 


Lifestyle branding 

Asecondary brand that has emerged in recent years is the lifestyle brand, 
where a company will launch a brand that is specifically tailored to meet a niche 
market. Historically, this has occurred in the hospitality sector with companies 
like Marriott with their flagship Marriott brand, luxury JW Marriott brand, and 
business-minded Courtyard by Marriott brand. 


Multifamily companies such as Avalon Bay have three tiers, starting with 

Eaves, then Ava, and ultimately Avalon. Other regional/national players such 

as McKinley and Laramar have launched brands focusing on smaller, localized 
assets in specific markets. While McKinley has launched its Hyde Park brand in 
Tampa, Florida, Laramar has launched its "local" brand in Los Angeles that caters 
to aniche property type and allows the company to market its brand to a specific 
“lifestyle” renter. 


The management company stands to benefit 
greatly from marketing its brand on-site. 
Branded signage can be proudly displayed in the 
interior and exterior common areas to identify 
the management company and direct interested 
customers and clients to contact the company for 
additional information on both its services and 
space available. The properties truly represent a 
physical “résumé” of the management services, 
so through effective messaging and branding, it 
helps to ensure that the management company 
stands out as the local market expert. It’s 
important to understand the owner’s position on 
displaying the management company’s 
marketing on-site. Placing items such as signs, 
banners, decals, stickers, flags, or other materials 
in public view can help drive customer and 
client traffic to both offices—leasing/ 
management and corporate—all while adding 
additional elements of excitement to the 
property’s marketing opportunities. With 
benefits from the management of a physical 
asset, there is great potential to leverage current 
successes into future third-party management 


opportunities. 


It is not uncommon for a property to undergo a 
repositioning project that will include a physical 
upgrade or overhaul, along with a name change. 
If a property has been owned for an extended 
period of time and an ownership group is 
looking to boost returns, it is also common for 
the rebranding to take place in accordance with 
said renovation efforts. A property might suffer 
or benefit from a name attached by a local, 
regional, or national developer. Unless the name 
and/or brand has changed when the renovation 
efforts start, which include physical upgrades 
and improvements, they can sometimes be lost 
on the market. Successful property brands will 
garner an appeal on their own, often tying into 
the local community, a neighborhood, or region. 
Branding the site is increasingly common and 
critically important in today’s world, where local 
lifestyle elements are sometimes the key to 
additional revenue and income streams. 


It’s important to consider the property branding 
in conjunction with other on- and off-site 
marketing in order to ensure the property 
branding efforts do not just coexist but truly 
cooperate to maximize the overall marketing 
and branding efforts outlined in the property’s 
marketing plan. 


Marketing incentives 


The list of incentives and concessions that an 
owner can offer to new residents or tenants is 


endless. Incentives to lease residential space can 
center on amenities such as free cable television, 
a lower security deposit, or interior decorating 
(paint, wallpaper). However, the choice of 
incentives should not detract from the property’s 
image or reputation. 


Leasing incentives are typically offered to 
prospective tenants for office, retail, or industrial 
space. Examples include upgrading the tenant 
improvements or reimbursing part or all of their 
moving costs. For shopping centers, a modified 
percentage rent, caps on pass-through expenses, 
or generous tenant improvement allowance may 
be granted. Market conditions as well as how 
desirable a particular space is to a tenant (and 
how desirable the tenant is to the owner) are 
considerations in offering such incentives. 
Heavyweight tenants that drive foot traffic 
(Whole Foods, Starbucks, etc.) are sought by 
owners and management. 


Concessions 

In areas with high vacancy and a poor economy 
or a large amount of new competitive space, 
offering concessions—free rent for a month as a 
marketing incentive—is common. Free rent is a 
costly concession for an owner to make; the 
reduction in net operating income (NOTI) reduces 
cash flow and property value. However, if the 
market is poor and competitors are offering rent- 
free periods, the owner may have no choice but 
to offer such a concession. In the long run, the 
capitalized rent will improve the overall 


building value so owners trade short-term 
reductions in NOI for increased building value in 
the long run. 


Offering an incoming resident or tenant a period 
of free rent technically reduces the amount of 
income derived from the rental space. However, 
the impact of this concession on property value 
and long-term income is not as great as a 
straightforward reduction of the rent—provided 
the rental space is priced competitively, which is 
ongoing and may affect multiple years. When a 
financial concession seems necessary, the real 
estate manager and owner must strive to 
minimize the negative effects of the concession 
on NOI. At the same time, if a concession is not 
offered, the damage to NOI may be more severe 
and longer lasting. 


Effective rent 

Real estate managers should understand the 
concept of effective rent in order to evaluate the 
ramifications of a rental concession accurately. 
Effective rent is the cumulative rental amount 
collected over the term of a lease expressed as 
an average monthly rental (residential) or an 
annual rate per rentable square foot (office, 
retail, and industrial). If a lease term is twelve 
months—more common in residential than 
commercial leasing—the effective rent is the 
total rent collected during the twelve-month 
period, divided by twelve to determine the 
actual monthly rent received. 


When one month’s free rent is given as a 


concession, the effective rent is equal to only 
eleven months’ total rent. Averaged over the 
entire lease term of twelve months, this total is 
less than the quoted rent for the space per 
month—even though the full monthly amount is 
collected in each of the eleven months. 

However, a period of free rent is actually 
preferable to reducing the quoted rent because 
that may reduce the effective rent for many 
years as well as renewal rates. For commercial 
properties, everything is part of the negotiation 
process and effective rent and net present value 
(NPV) of the entire package must be considered, 
including time value of money because leases tend 
to be longer. The number of options (which 
increase the tenant’s control over the space) also 
dictates how competitive the real estate manager 
is in adjusting the rents, as owners typically 
prefer fewer, if any, options, while tenants prefer 
more. 


Exhibits 8.2 and 8.3 demonstrate this concept. 
The impact of lowering quoted rent is magnified 
when seen in the context of the whole building 
or property—more important, it reduces NOI 
and property value. 


Exhibit 8.2: Residential rent concessions and 
effective rent 


Assume the quoted rent for an apartment is $2,400 per month and the lease term 
is one year (twelve months). The impact of one month's free rent on effective rent 
would be as follows: 


Quoted rent. $2,400/month 

Expected effective rent $28,800/year ($2,400 X 12 months) 
Actual effective rent $26,400/year ($2,400 X 11 months) 
Average rent collected $2,200/month ($26,400 + 12) 
Amount of rent loss 8.3% ($200 + $2,400) 


Suppose greater operating expenses necessitate a rent increase of 5 percent in the 
second year of the lease. The impact of the increase in rent would be as follows: 


Rent increase in second year 5% 
Increase applied to original 

quoted rent $2,520 ($2,400 X 1.05) 
Rent for second year $30,240 ($2,520 X 12) 


In order to increase the second year's reduced rent to the quoted rent (from $2,220 
to $2,520 per month), a 13.5 percent increase would be necessary. Few residents 
would be willing to renew their leases under such conditions. That could result in 
another period of vacancy, and the owner might have to offer another concession 
to lease the apartment again. 


Because lowering quoted rent can cost so much income, prudent management 
of real property often includes promotion of carefully planned nonmonetary 
concession packages. 


Exhibit 8.3: Commercial rent concessions and 
effective rent 


Suppose the base rent for 1,000 sq. ft. of office (rentable area), retail (gross leasable 
area), or industrial space is $18.00 per sq. ft. per year. On a three-year lease with 
three months’ free rent, the effective rent for the lease term is calculated as 
follows: 


1,000 sq. ft. X $18.00 = $18,000 annual rent X 3 years = $54,000 total rent due 
$18,000 annual rent + 12 = $1,500 monthly rent X 3 months = $4,500 free rent 


$54,000 total rent — $4,500 free rent = $49,500 total actual effective 
rent + 36 months = $1,375 actual effective monthly rental income 


$1,500 monthly rent — $1,375 actual effective monthly rent = $125 
(more than 8 percent lost income) 


On a square-foot basis for the three-year term, the base expected rent of $18.00 
would be effectively reduced to $16.50 ($1,375 X 12 months + 1,000 sq. ft). 


If the base rent were reduced to $16.50 per sq. ft. instead of giving three months’ 
free rent, the total effective rent for thirty-six months would still be the same: 
$49,500. However, if the lease were renewed for another three years at a 4 percent 
increase, the total effective rent for the new lease term would be only: 


$51,480 ($16.50 X 1.04 X 1,000 sq. ft. X 3 years) 
whereas applying that same increase to the originally stated rent of $18.00 yields: 
$56,160 ($18.00 X 1.04 X 1,000 sq. ft. X 3 years), a difference of $4,680. 


In order to achieve the equivalent total effective rent of $56,160 for the 
new lease term, the reduced rent would have to be increased 13.5 percent 
($56,160 — $49,500 = $6,660 + $49,500). 


This example presents the basic method for arriving at effective rent for 
commercial space. However, it does not take into account the time value of 
money—a valuation concept usually applied in calculating effective rent for 

leases that have a term of more than one year. A calculation of effective rent 
incorporating the time value of money would produce a rental rate per square foot 
lower than the stated $16.50. 


In addition, owners may extend the lease an equal number of months on the back 
end of the lease to account for the free rent at the beginning. In this example, 

the lease term would be three years and three months, or thirty-nine months. In 
effect, the owner is still only obtaining three full years of rent. 


Measuring marketing effectiveness 


The effectiveness of each marketing effort is 
measured in terms of the number of prospects 
who come to the property, the cost to reach 
them, the number of prospects who become 
residents or commercial tenants, and the length 
of time the space remains vacant. The amount of 
advertising needed depends on the occupancy 
level and location of the property. Even fully 


leased properties continue with advertising to 
promote the brand and retain current tenants. 
Advertising has evolved from simply luring new 
residents and tenants to providing unique 
offerings available only to existing residents and 
tenants, which increase retention and loyalty 
(ice cream socials, charitable partnerships with 
community organizations, and appreciation 
events). A prominent location may generate 
enough walk-in traffic at a residential property 
to reduce the advertising needed—less 
prominent properties may require significantly 
more promotion to achieve sufficient rental 
traffic. There are no set rules to determine how 
much advertising an individual property needs, 
but thinking of advertising as an investment 
underscores its monetary value. The return on 
this investment is finding a qualified resident or 
tenant to fill a vacancy as quickly as possible. 


With that in mind, advertising expenses can be 
calculated in terms of the cost per prospect. For 
example, $100 might be spent to advertise in an 
industry-specific publication to fill a vacancy in 
an office building. Because very few vacancies 
exist in the community, ten prospects respond to 
this ad, and two of them are intent on signing a 
lease for this $800-a-month office space. The 
$100 investment certainly would be a value at a 
cost of $10 per prospect. The number of strongly 
interested prospects was two out of ten, making 
the prospect-to-tenant ratio five to one. This 
ratio is called the conversion ratio. The 
advertising cost, selected medium, and length of 


time before a new tenant is found must be 
evaluated in relation to the resulting conversion 
ratio to determine the effectiveness of a 
particular marketing campaign. In other cases, 
the conversion ratio is used to evaluate a leasing 
agent’s talents and performance against those of 
their peers. 


Real estate managers commonly use a traffic 
report to record what attracted a prospect to visit 
the subject property. The example shown 
(Exhibit 8.4) is for a residential property; a 
traffic report for an office building would record 
similar information with the prospects’ space 
needs indicated as ranges of square footages. By 
evaluating traffic reports, the effectiveness of 
different 


Exhibit 8.4: Sample weekly traffic report 
residential) 


Week of 


Comnhents 


marketing methods can be determined. The most 
effective approach is the one that produces the 
most prospects at the lowest cost per prospect in 
the least time. Today, automated software 
solutions help take the traffic report a step 
further by providing solution-specific phone 
numbers that are customized to fit a specific 
advertising method. For example, for ads on 
Zillow, Facebook, and Google, each number 
would be different. These numbers, once dialed, 
are tracked in the database and both site-level 
and off-site supervisors are able to access this 


information in real time to understand where 
most leads are coming from. For large apartment 
managers, with units in the tens of thousands, 
such analysis is typically centralized and 
handled from a corporate perspective. 


Sales techniques 

Because prospects usually become residents or 
tenants only after visiting the property, certain 
sales techniques should be used to persuade 
prospects that they are receiving the best value 
to accommodate their needs. Sometimes the 
rental space may sell itself, but regardless of the 
condition of the available space, there is no 
guarantee. Real estate managers and leasing 
agents should master the following four 
fundamental leasing tactics: 


1. Know the features of the property 
thoroughly. 


2. Get acquainted with the prospect. 


3. Show the features of the property 
thoroughly. 


4. Close the sale. 


All four are critical—the last is most important 
of all and must go beyond the obvious. For 
example, if prospects who are considering an 
apartment mention that they have children, it is 
not enough to simply say, “There is an 
elementary school in the next block,” because 
the prospects are probably already aware of the 


school. Instead, leasing personnel should be able 
to volunteer detailed information about the 
school that goes beyond knowing the location. In 
fact, leasing personnel should be thoroughly 
familiar with the neighborhood (schools, 
shopping, transportation, etc.) so they can 
answer specific questions as well as describe the 
setting in which the property is located. 


A leasing agent who shows office space should 
be able to discuss features and businesses in the 
vicinity that may be of use to prospective office 
tenants and their employees. Examples are the 
proximity of business-to-business services such 
as attorneys, commercial banks, restaurants, 
health clubs, and public transportation. 
Information about the trade area population, 
traffic counts, and the competition (or lack of it) 
should be available for retail prospects. While 
answering questions and engaging in 
conversation with a welcoming, warm 
demeanor, the leasing agent will soon get 
acquainted with the prospect. 


Multifamily property owners use tools such as 
LRO (lease rent options) or revenue management 
systems to set prices based on market activity, 
trends, portfolio-wide occupancy, unit type, days 
vacant, and lease term. These tools, though 
intended to maximize revenue and occupancy to 
fit an owner’s goals and objectives, can be quite 
confusing for a prospect. The rent is customized 
to a specific point in time and as a result, the 
next prospect can sometimes receive a more or 


less favorable price quote for the same unit. 
Additionally, each apartment is unique and the 
same unit type may vary in price based on “best 
of type” pricing (e.g., a unit overlooking the 
pool would cost more than one overlooking the 
dumpster). In any case, the technology best 
demonstrates the need for a blend of old-school 
market expertise: strong sales skills plus 
knowing the competitors, their product, and 
their rates. Computers and software can help in 
this business, but face-to-face interaction at 
application and move-in time are absolutely 
essential for building rapport and creating a 
favorable customer experience. 


When it is time to show the space for lease, 
appearance is everything. Most prospects assume 
that models represent the best that the property 
has to offer and that any apparent defects in the 
model will be magnified in the rental 
apartments. The following are a few guidelines 
for showing model apartments: 


e Use an apartment(s) with a less- 
desirable location or layout because 
the most desirable apartments are the 
easiest ones to lease. 


+ Be sure the model is easily accessible 
from the leasing office. 


* Clean and inspect the model on a daily 
basis. 


¢ Use decorations that accentuate the 


best features of a unit and its layout. 


e Be sure the furnishings used reflect the 
income level of the target market and 
are appropriate for the size of the unit. 


For residential properties without model units, 
the condition of the vacant spaces is as 
important as the condition of a model. At all 
times, an assortment of vacant apartments 
should be in market-ready condition—thoroughly 
clean with all improvements made. These 
apartments should be inspected daily to ensure 
there are no issues when shown to a prospect 
that might pose objections to leasing. An 
inspection checklist for a residential property 
typically includes the following: 


° All walls and ceilings should be freshly 
painted, including closets or shelving. 


e Carpeting should be freshly 
shampooed; burns or stains should be 
removed or the carpeting should be 
replaced. 


¢ All windows should be washed inside 
and out. 


e Windowsills, ledges, and shelves 
should be wiped clean. 


e Light fixtures and switches should be 
in working order. 


° The temperature should be set at an 


appropriate level for the season. 


° The kitchen should be immaculate 
with all appliances clean and in 
working condition. 


e Bathrooms should be spotless—watch 
for dripping faucets, stains, and tub 
and tile grout that should be replaced. 


Extremely good leasing agents will be able to 
close the sale after conducting the property tour 
and showing evidence that the apartment meets 
the needs of the prospect. Most often, the 
prospect is ready but just needs a little push to 
start the application process. 


Approving a prospect for tenancy 


Diligence is necessary to ensure that the 
prospect can and will pay the rent, care for the 
property, and be a cooperative resident or 
tenant. Most of the qualification process involves 
financial history, but it should include other 
pertinent credentials as well. For residential or 
small commercial properties, the prospect 
usually supplies the information on a rental 
application form. A credit bureau can verify 
information about current loans, activity on 
credit cards, payment history, and delinquent 
debts. Appropriate consumer reporting agencies, 
such as tenant-screening and reference-checking 
services, can provide other types of information, 
such as an applicant’s rental history. Managers 
may ask residential prospects to pay a fee for 


such a credit check, and they customarily leave a 
refundable deposit to reserve the space until the 
credit check is complete. However, some states 
require real estate managers to supply the 
prospect with written criteria (screening criteria) 
before the prospect completes an application and 
pays a fee. The screening criteria are based on 
credit reports to be obtained by making phone 
calls to verify employment history. 


For larger properties, there is access to more 
advanced web-based screening services that help 
determine—within a matter of minutes— 
whether the applicant should be accepted or 
declined. The criteria notify prospects of the 
types of factors the real estate manager will be 
investigating for the fee paid. After reading the 
criteria, the prospect can decide to pay the fee or 
walk away if they know that they might not 
qualify for some reason. Another tool for 
screening a prospective resident or tenant is the 
criminal background check, which can be 
secured through most tenant-screening 
companies. When the prospect is approved, the 
initial deposit should be applied toward the 
security deposit rather than the rent, and if any 
amount is due, the remainder of the security 
deposit should be collected when the lease is 
signed. 


In compliance with the Fair Credit Reporting 
Act, prospects who are denied a lease based on a 
credit report must be notified in writing of the 
adverse action. A residential rental application 


should request the prospect’s current and 
previous addresses so both property owners can 
be contacted. The information they can provide 
about the prospect as their resident is not 
available anywhere else. To establish 
creditworthiness for commercial tenant 
prospects, financial statements, federal tax 
returns, and so forth should be used for the 
entity legally responsible for paying the rent. 
Qualification of residents is discussed in Chapter 
12, and qualification of commercial tenants is 
discussed in Chapter 13. 


Owners and real estate managers are not 
responsible for implementing the Customer 
Identification Program of the USA Patriot Act. 
However, they should verify the applicant’s 
identity and citizenship or immigration status 
because of the risk associated with renting to a 
terrorist and because of the increase in identity 
theft. Real estate managers routinely require 
photo identification in the form of a driving 
license, federal (green card) or state-issued 
identification, and foreign passport. The tenant’s 
file should include a copy of the identification 
record. 


The prospect’s Social Security number (SSN) or 
individual tax identification number (ITIN) is 
another required critical piece of information. 
Issued by the Internal Revenue Service (IRS), 
ITINs are available to noncitizens who need to 
report income for tax purposes but are not 
eligible for SSNs. The Gramm-Leach Bliley Act, 


which became effective in July 2001, requires 
property owners and managers to safeguard 
personal and financial information collected 
from prospective residents or tenants and to 
dispose of it properly to protect against misuse 
and identity theft. The information collected 
during the screening process must be kept in 
secure files and must be properly destroyed 
when appropriate. 


Retaining residents and tenants 


The most important element in keeping residents 
and tenants satisfied with their choice of rental 
space is to let them know that their business is 
valued. Thinking of and treating residents and 
tenants as customers, rather than simply rent 
payers, fosters the notion that they are valued. 
Rent is usually a major expense for residents and 
tenants, and for that, they expect the 
components of the building to operate properly 
and efficiently and the property as a whole to be 
pleasant, comfortable, and secure. 


Building a business relationship with residents 
or commercial tenants requires months or even 
years, especially if the real estate manager is 
new to the site and some of the residents or 
tenants have been there for several years. Any 
dissatisfaction with the previous manager or 
management firm must be dispelled. Resident or 
tenant dissatisfaction can be very damaging in 
terms of current occupancy and the property’s 
future reputation. Real estate managers can 
rectify legitimate concerns such as deficiencies 


in service; however, regaining the respect of the 
residents or tenants may be extremely difficult if 
service was substandard for a long time. 


Welcoming new residents and tenants 


The efforts to retain residents and tenants begin 
before they move in. Between the time that one 
resident vacates an apartment unit and another 
moves in, the property staff should inspect the 
premises to make sure all components are 
operating and are properly installed. Thorough 
inspection and repair at this time will avert 
dissatisfaction on the part of the incoming 
resident. If a repair cannot be completed until 
after move-in, tell the new resident when the 
task will be finished. Commercial property 
owners may lease vacant space as is, or they 
may completely gut the space to allow for new 
tenant improvement construction, in which case 
additional factors, such as specifications having 
been met and occupancy permits, may come into 


play. 


Incoming residents and commercial tenants 
should receive a handbook that outlines the 
rules and regulations of tenancy as well as a list 
of important names and phone numbers. The 
handbook should define emergencies and non- 
emergencies. Management and staff of 
residential properties in particular may receive 
calls at any time of day or night unless 
guidelines are provided. For more effective 
handling, many large apartment owners softly 
discourage repair requests via phone. Residents 


are encouraged to request repairs through online 
automated systems, except in the case of 
emergency. 


Handling requests 


Residents and commercial tenants at times 
request improved services or products, and those 
requests should not be considered as complaints. 
Although some residents and tenants may think 
that the motto “The customer is always right” 
grants them the privilege to make outrageous 
requests or demands, most understand the 
limitations involved in operating a property. All 
requests should receive responses as quickly as 
possible. However, requests that are particularly 
complex may require research, and the real 
estate manager should advise the resident or 
tenant of that fact and when an answer may be 
expected. 


Not all requests can be granted, and delaying a 
negative response—saying someone else must 
make the decision or that the request is still 
under consideration—may be tempting. Saying 
“no” is never easy, but delivering bad news as 
quickly as good news will gain the confidence of 
most residents and tenants. They are typically 
more concerned about receiving an honest 
response than about having a problem corrected 
immediately. They would much prefer a 
forthright estimate of when a problem will be 
corrected to a promise that will not be kept. 
Sometimes, hearing “I’m sorry” is all the resident 
or tenant needs. 


Building goodwill with residents and 
tenants 


Every communication with residents and tenants 
is an opportunity to build goodwill. Special 
events sponsored by the property’s management 
(e.g., a picnic for an appreciation day) can 
strengthen the resident’s or tenant’s connection 
to the property, thereby increasing retention. 
Residential and commercial properties can use 
newsletters effectively to update residents or 
tenants about events on or near the site or to 
provide other information that pertains to all 
building occupants. 


Another retention strategy is to perform 
housekeeping tasks as residents or tenants are 
entering or leaving the building so they can see 
what the management does for them. Seeing the 
work in progress, as well as the results, tends to 
make that work more valuable to the resident or 
tenant—visibility adds value. 


Sending emails to determine whether service 
requests have been handled promptly and 
satisfactorily is another way to gain resident and 
tenant retention. Exit surveys can be used to find 
out why residents or tenants move out and ask 
them what improvements to their leased 
premises, the building itself, or the property’s 
amenities might have encouraged them to stay. 
Asking about the rent structure and the value 
they received is also a good idea, along with 
how they were treated by the manager, staff, 
and company as a whole. These surveys can be 


provided online or via email through services 
such as Constant Contact or Survey Monkey. 


Summary 


Throughout the cycle of tenancy, the real estate 
manager’s dedication to building goodwill and 
protecting the asset is essential for the property 
to thrive. The property and its potential 
residents or tenants should be examined in order 
to estimate the size and nature of the market to 
create a marketing strategy. By matching the 
qualities of the property with the prospect’s 
expressed needs and wants, the prospect can be 
converted to a resident or tenant. If the 
prospect’s credentials are acceptable, a written 
lease is executed to protect both parties to the 
agreement. 


Real estate managers play an essential role in 
the retention of residents and tenants; therefore, 
requests for repairs and services should be 
handled conscientiously and impartially to 
provide them with the best possible service. 
Throughout each phase of the cycle of tenancy, 
how the residents and tenants are treated will 
have a strong bearing on lease renewals. The 
lease renewals should be regarded as an 
expression of goodwill toward the resident or 
tenant and a part of the sound economic 
operation of the property. 


Chapter 9: 
Understanding the 
lease 


Simply put, a lease is a legally binding contract 
between two parties—the owner (lessor) and the 
resident or tenant (lessee)—in exchange for fixed 
(or floating) payments (rent) for possession and 
stated use of real property for a specified period 
of time. After the marketing plan is implemented 
and begins attracting prospects to the site, it is 
necessary to develop an outline for leasing to 
and placing the occupants in the property. This 
in-house leasing plan typically includes a site 
plan of the property (preferably drawn to scale), 
unit numbers, and square footage dimensions. 
The rent schedule portion of the leasing plan 
outlines the current or desired rents for each 
space, lease expiration dates, and any 
concessions. The plan may also display 
anticipated parking counts for each occupant. 


Regardless of the type of agreement, good 
management practices require a written lease, 
which offers greater protection to both parties. It 
also assures the owner that the resident or 
tenant will occupy the space for a certain period 
and that the owner can anticipate a prescribed 
income for that period. In theory, no financial 


loss should occur because of a sudden vacancy. 
The resident or tenant has possession of the 
space for the duration of the lease at a set rental 
rate. The lease may also outline procedures for 
rent increases, which is more common in 
commercial leases that have multi-year terms. 


The lease should clearly delineate the 
responsibilities of the property owner and 
resident/tenant and eliminate misunderstandings 
between the owner and the resident or tenant— 
so both lessee and lessor must understand its 
provisions. The real estate manager is 
responsible for asking new residents or tenants 
whether they have read and understood the 
lease because any unclear provisions can be 
explained at that time. 


Generally, a lease form that is reasonable, 
standardized within a property type (apartment, 
office space, etc.), consistent with state law or 
any landlord and tenant acts, and suitable for all 
residents or tenants should be used. When 
properly prepared and presented with equal 
emphasis on the resident’s or tenant’s point of 
view, the lease has excellent marketing value. 
The leasing plan should always reflect the goals 
and objectives of the owner. Organizations such 
as the Society of Industrial and Office Realtors 
(SIOR), the National Apartment Association 
(NAA), and National Association of Realtors® 
(NAR) provide lease documents through their 
local affiliates that are current and contain the 
necessary, localized disclosures and protective 


clauses to keep the owner and real estate 
manager compliant. However, as properties and 
ownership entities get more sophisticated, they 
tend to rely on customized lease templates that 
better reflect local ordinances and owner- 
specific concerns. 


Commercial leases can vary widely—even within 
the same property. With commercial leases, the 
tenant may provide the initial draft (provided 
they are a user with a lot of assets), and its 
provisions may vary substantially from leases of 
other tenants. Typically, however, the owner 
supplies the initial lease draft. 


Fundamental elements of leases 


Numerous leases are suited for different types of 
rental space, but all leases should describe the 
demised premises—the leased space that is 
conveyed from the owner to the resident or 
tenant—and state the duration of the agreement, 
the amount of rent, and when and how payment 
is to be made. The following lists the principal 
contents of a lease: 


° The parties. The full legal names of 
the property owner and resident or 
tenant are included—both of whom 
must sign the lease for validation. 


° Description of the leased premises. 
Apartment number and address of the 
building for residential units, square 
footage, suite (or store number for 


commercial space), and a legal 
description or floor plan are included 
in the lease. 


Lease term. Duration of the lease, 
including the starting and ending 
dates, and any specific provisions 
regarding renewal or cancellation are 
outlined. If commercial leases involve 
construction (or free rent), they may 
show separate dates for occupancy and 
for the first rent payment. 


Rent. Amount of rent for each period 
and due date are included, which is 
usually monthly and due on the first of 
the month. For commercial leases, the 
lease might state the aggregate rent for 
the entire lease term and include 
provisions for rent increases, especially 
when the duration exceeds one year— 
nonpayment of rent is cause for 
termination of the lease. 


Use of the premises. Specific 
guidelines and rules for the use of 
space, living quarters, office space, 
retail space, and any other space 
should be thoroughly listed. In retail 
leases, it is further specified whether 
the use is exclusive and no other 
similar users may occupy other suites. 


Other provisions. Lengthy clauses 
may detail the rights and obligations of 


the parties with respect to their 
relationship to each other, as property 
owner and tenant, and to the property. 
Responsibilities to pay specific utilities 
(residential) or increases in operating 
costs (commercial) and to maintain the 
property are written in this portion of 
the lease, along with the amount and 
condition for return of any required 
security deposit. In addition to the 
insurance requirements of each party, 
indemnification clauses are also 
included. 


Types of leases 


The type of lease depends on the kind of 
property. The following paragraphs detail four 
basic types of leases. 


Gross lease 


Gross lease is commonly used for residential 
leases in which residents pay a fixed rent and 
the owner pays all of the operating expenses, 
including property taxes and insurance. 
Residents are usually responsible for utilities 
inside their apartments. Many owners are now 
billing back water, gas, trash, and pest control, 
based on state-mandated requirements for 
allocation. Multifamily leases offer little to no 
negotiation due to fair housing laws. 


There are two subtype gross leases: modified and 
full service. A modified gross lease allows the 
lessor and lessee to negotiate which utilities will 


be covered by each party. A full-service lease 
includes all utilities. A full-service commercial 
lease will be more expensive for the tenant. 


Net lease 


Net lease is primarily used for space in office 
buildings, shopping centers, and industrial 
properties in which the tenant not only pays rent 
but also assumes responsibility for certain 
expenses connected with the property as a 
whole. Itemized pass-through expenses are 
generally prorated based on the amount of space 
the tenant occupies as a percentage of the total 
gross leasable area (GLA) in the building. There 
are three subtypes of net leases that will be 
covered later in this chapter. 


Percentage lease 


Sometimes used for retail properties, percentage 
leases include a percentage of the tenant’s gross 
sales made on the premises. The lease usually 
states a fixed-minimum rent, and the tenant pays 
a percentage of its gross sales in excess of that 
amount—depending on the volume of business. 
These have grown in popularity following the 
uncertainty of the COVID-19 pandemic in the 
retail environment. 


Variable lease 

This type of lease changes according to certain 
conditions. An index lease will change based on 
some sort of index, normally the consumer price 
index (CPI). Each year the rent will increase 
based on the index. A graduated lease increases 


according to a predetermined schedule. For 
example, a seasonal or tourist business may pay 
a greater rent during the season when there are 
more tourists. 


Commercial lease negotiation 


A written lease defines the rights and obligations 
of commercial tenants and the building owner, 
but because of the complexity of the 
arrangement and a term that normally lasts 
more than one year, lengthy negotiations usually 
precede a lease signing. Real estate managers 
almost always offer opinions on the multiple 
aspects of the lease, working in conjunction with 
the leasing agent and the attorney to “redline” 
the lease. As a representative of the owner, the 
manager will be instrumental in clarifying any of 
the tenant’s questions and suggesting possible 
compromises. It should be noted, however, that 
any drafting of lease clauses or significant 
changes in the wording of a lease should be 
made by the owner’s attorney, as real estate 
managers are not typically authorized to 
perform these functions. 


The starting point of negotiations is usually a 
proposal or letter of intent (LOD from the 
prospective tenant, followed by the presentation 
of the building owner’s standard lease form, 
which contains clauses that apply to all of the 
leasable space in the property. However, 
negotiation of each individual lease generates a 
unique document that reflects the relationship 
between the owner and a particular tenant. 


Many clauses require minimal discussion, but 
the concerns of the prospective tenant and the 
owner usually center on the tenant 
improvements and any allowances, and those 
are negotiated at length. Other clauses that often 
prompt negotiation relate to rent increases 
(escalations), pass-through charges, services, 
term of lease and extensions, and tenant options. 
Insurance requirements, indemnification clauses, 
and the rent commencement date are often 
highly negotiated. 


Escalation clauses 


In developing a standard lease form, one of the 
owner’s objectives is to minimize expenses 
associated with the rent received. On the other 
hand, the incoming tenant might want to 
maximize the rights and services received for 
that rent. To accommodate these differing 
desires, a number of specific clauses are common 
to leases for commercial space. Two commonly 
used clauses are (1) rent escalations and (2) 
pass-through expenses. 


Because a commercial lease is often in effect for 
several years, it commonly includes an escalation 
clause to provide for a regular increase in rent. 
Property owners and real estate managers write 
escalation clauses into a lease to recover 
increases in real estate taxes, property insurance, 
and other operating expenses over the term of 
the lease. They are typically set to a percentage 
increase that mimics inflation in the area or they 
are set to just below fair market value (the 


discount reflects the savings the owner enjoys by 
having the tenant continue to occupy the space). 
Common escalation clauses follow. 


Base year 

Sometimes a lease provides for rent adjustments 
by referring to a base year—occasionally the 
current calendar year but more often the first 
full calendar year after move-in. The base year is 
also a negotiable item. Once the base year is 
established, the tenant pays for increases over 
the amount of operating expenses in the base 
year. For example, a tenant who moved into 
offices in October 2020 under a five-year lease 
would be responsible for increases from the base 
year of 2021. Escalation of the base rent would 
take effect in 2022, 2023, and 2024, with a 
partial escalation for 2025 when the lease term 
would expire. The base year may change when 
the tenant renews the lease because the renewal 
date then becomes the base year, which might 
be stated as a specific rate plus accrued 
escalations. The property owner, with the 
assistance of the real estate manager, must take 
the property’s cash flow into consideration when 
establishing the base year for escalations 
because it will be in effect for the full term of 
the lease. 


If the property is new, the first full calendar year 
may not always contain the true or full services 
necessary to maintain the property. In this case, 
the operating costs may be passed through as a 
set maximum for the first few years, after which 


the base year would be determined as year two 
or three when expenses stabilize. Alternatively, a 
gross-up provision is included, whereby the 
property’s operating expenses are increased 
(grossed up) to an estimate of what they would 
be at 95 or 100 percent occupancy. 


Expense stop 

Another strategy is to include an expense stop 
provision, which sets a limit on the owner’s 
expense escalations. For example, if the stop is 
set at $8.25 per square foot per year, the tenant 
must share in the increased expenses over that 
amount on a pro rata basis. The stop is often 
based on the amount of expenses for the 
previous full calendar year, and it may be stated 
as a total amount per year rather than on a per- 
square-foot basis. 


Expense cap 

Another lease clause is a cap on pass-through 
charges. A negotiated cap in the previous 
example might be that the tenant would 
reimburse actual expenses, but no more than 5 
percent over the previous year’s expenses. In 
these examples, tenants are assured that any 
major swings in expenses, such as a large 
elevator repair billed to the tenants on a pro rata 
basis in one year, are eliminated and replaced 
with a known and capped annual increase. Caps 
are often included for controllable expenses such 
as janitorial, security, and utilities but exclude 
noncontrollable expenses, such as real estate 
taxes, insurance, and snow removal in the 


northern states. 


In most situations, operating expenses are 
estimated for the coming year and billed to 
tenants pro rata on a monthly basis in advance. 
At the year’s end, when the actual costs are 
known, adjusted amounts are billed (or credited) 
to the tenants—a process called reconciliation. 


Inflation offset 

An escalation clause can also serve to offset the 
loss in value of the rent dollar over time due to 
inflation. The owner and tenant can agree to 
determine the increase in several ways: 


1. In the initial negotiations, the parties 
can agree to a fixed annual increase 
for the duration of the lease. 


2. They can declare that, at a fixed 
future date, rent will increase to the 
then-current market rate, to which 
both parties will agree at that future 
time because it will never be less than 
the original rate, and oftentimes there 
is a floor of 103 percent. 


3. Some escalation clauses dealing with 
then-current market rents may 
contain requirements for a market 
analysis by a third party whose 
decision would be final if the owner 
and tenant cannot agree on the 
current market rent at that time. 


4. They can agree to refer to a standard 


index, such as the CPI to determine 
the amount of the increase. 


Fixed annual increase 

The tenant and real estate manager may prefer 
to agree on a fixed annual increase for the 
duration of the lease or on specific rates for set 
intervals. Annual escalations might be stated 
specifically, such as $10 per square foot in year 
one, increasing to $11 in year two and $12 in 
year three, or as a percentage, such as 8 percent 
per year. A lease for a very long-term rental 
might be negotiated to state specific increases 
only every three or five years. However, in times 
of high inflation, owners typically steer clear of 
fixed annual increases, unless it is for a short 
period of time or if the option rent can reset to 
fair market value. Otherwise, the owner may be 
faced with a real financial loss if inflation 
outpaces rent growth. 


Escalation 
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Pass-through charges 

In a commercial lease, not all operating expenses 
of the property are necessarily collected in the 
rent. In a gross lease, the owner pays all the 
expenses of the property and must recover those 
costs through the rent, but that arrangement is 
uncommon in large office buildings. Usually, the 
owner bills some expenses to the tenant on a 
prorated basis in the form of a pass-through 


charge. The pass-through charges are in addition 
to the base rent charged for the leased space. 
When the tenant pays any operating expenses 
directly, the lease is called a net lease. Three 
types of net leases are common, but the expenses 
covered under each type of net lease vary by 
region: 


e Net (single-net). The tenant pays the 
smallest number of direct expenses. 


+ Net-net (double-net). The tenant pays 
an average number of direct expenses. 


* Net-net-net (triple-net). The tenant 
pays the greatest number of direct 
expenses. 


These leases are net leases because they are net 
of expenses. 


Note: The specific ecttderereb 
net lease type may vary from region to region. 


In general, the higher the level of net lease a 
region uses, the lower the base rent, all things 
being equal. In other words, a gross lease for 
office space will state a comparatively high rent 
because the owner will pay all operating 


expenses from that rent. The all-inclusive rent for 
that space is its base rent. A single-net lease on 
that same space will state a lower base rent 
because the tenant will pay part of a certain 
operating expense or expenses. In the case of a 
double-net lease, the base rent for the space will 
be even lower because the tenant will pay more 
operating expenses. With a triple-net lease, the 
base rent on the space will be lowest of all 
because the tenant directly pays most, if not all, 
of the expenses. The three types of net leases are 
also used for industrial and retail space, and 
standard definitions are available for those uses; 
they are explained later in this book. However, 
properties with significantly more amenities, or 
cachet, may be able to charge higher triple-net 
expenses despite collecting comparable base 
rents because maintaining a first-class property 
to a certain standard dictates a higher level of 
service that most tenants are willing to pay for. 


The lease states the specific pass-through 
expenses the tenant will pay and the method of 
computing the tenant’s pro rata share. The most 
common pass-through expenses are utilities and 
common area maintenance (CAM), in addition to 
real estate taxes and property insurance. 
However, the difficulty of accurately billing back 
utilities has given way to many owners insisting 
that tenants pay utilities directly when it is 
possible for them to be separately metered. 
Owners may pass through capital improvements 
in the common areas as well, particularly if the 
improvement reduces an operating expense (e.g., 


a more efficient HVAC system may lower utility 
costs). However, the lease must clearly state that 
capital improvements will be passed through, 
and some leases may require certain capital 
expenses to be amortized and billed to the 
tenants over the life of their lease or on the basis 
of the projected life of the particular 
improvement. 


Concessions 


To encourage the leasing of a space or to 
encourage the renewal of a lease, a concession is 
given by the owner to a prospective tenant. The 
concession usually provides a monetary 
incentive but may not reduce the quoted rent. 
Concessions may be in the form of free or 
reduced rent for a specified period, financial 
assistance with moving from the former location, 
payment of penalties for breaking a former lease, 
or payment for above-standard tenant 
improvements. A concession can also be an 
advance of funds that allows the tenant to invest 
in certain improvements or incur other costs 
initially and pay the money back to the owner 
over the term of the lease. This permits the 
quoted dollar rent per square foot to stay as high 
as the market will bear. Concessions might be 
greater at certain times—for example, when the 
supply of available office space exceeds demand. 


The top ten options for concessions 


Base rent reduction 

Free rent 

Free pass-through charges 

. Cap on pass-through charges 

- Cap on CPI-based rent escalation 
. Percentage rent adjustments 

. Tenant improvement allowance 
Options 


. Lease term 
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10. Other restrictive or financial provisions 


Tenant options 


Prospective tenants or current tenants 
negotiating a lease renewal may seek other 
rights. In a lease, an option is the right to obtain 
a specific condition within a specified time; the 
option is often written into a lease as a formal 
addendum, or addition. Except for situations in 
which a cash payment to the owner is involved, 
options always benefit the tenant rather than the 
owner, who is understandably reluctant to grant 
them. However, the property owner may need to 
grant options so a property can be competitive 
and reflect market conditions. Option clauses 
usually require the tenant to notify the owner of 
their intention to exercise the option within a 
certain number of days of the lease expiration 
(typically no more than nine months and no less 
than six). Failure to provide such notification 
may void the tenant’s rights. 


Option to expand 

A tenant that anticipates growth may bargain for 
an option to expand that requires the owner to 
offer additional space at a stated time in the 


future—often at the end of the lease term. 
Except in very soft market conditions, owners 
rarely grant such options because they can mean 
the expansion space will be vacant for some time 
before the option is exercised. In other cases, the 
anticipated expansion space might be 
temporarily occupied by another tenant, and 
that could require additional costs for moving 
them to another space. 


Right of first refusal 

As an alternative to an option to expand, the 
owner may offer a right of first refusal, which 
gives the tenant first choice to lease contiguous 
space or other space in the building only when it 
becomes available—the lease clause usually 
specifies the area. 


Right of first offer 

Another possibility is for the property owner to 
grant a right of first offer, which gives the tenant 
the right to be the first to make an offer when 
and if a specific space becomes available. If the 
subject space is leased to an existing tenant at 
the time the owner grants the first offer right to 
the tenant who requests it, the availability date 
can occur at several times: 


1. When the existing tenant does not 
exercise any renewal options the 
tenant may have for the space 

2. When the existing tenant does not 
have a renewal right, the property 
owner first actively markets the space 


for lease to third parties, which often 
occurs within twelve months prior to 
the scheduled expiration date of the 
existing tenant’s lease 


3. When the property owner first 
receives an unsolicited preliminary 
offer or request for a proposal from a 
prospective third-party tenant to lease 
the space 


An owner may also give a right of first offer on 
unleased new space; this takes place when a 
building is under renovation or construction, the 
delivery date is uncertain, and marketing has not 
begun. The tenant that holds the right of first 
offer usually has a short time after receipt of the 
owner’s availability notice to exercise that right. 


Option to renew 

Sometimes a tenant may seek an option to renew 
on the same terms and conditions as the original 
lease. However, owners are disinclined to grant 
such renewal options for several reasons. First, a 
multiple-year lease usually does not account for 
all possible market changes during its term— 
even with escalations still in effect, the actual 
rent may remain below the market rate. In 
addition, a renewal option does not guarantee 
that the tenant will remain. When granted, such 
options usually refer to a rent adjustment or to 
an increase that will be agreed upon or to 
market rates current at the time of renewal. 


Option to cancel 


Under some circumstances, a tenant may seek an 
option to cancel or a termination right, which 
grants the tenant the right to cancel the lease 
before its expiration—sometimes upon certain 
stated circumstances—and, if granted, usually 
requires a financial penalty. For example, if 
government regulations change and a tenant’s 
current use violates those regulations and it can 
no longer sustain its operations, the tenant’s 
termination right would be exercised. Following 
the COVID-19 pandemic, this type of concession 
became more common in retail leasing, as many 
retailers risked opening new stores provided 
they had a right to cancel if certain sales 
thresholds were not met. 


Lease renewal techniques 


Lease renewals are very important in the overall 
economics of property performance. Renewing 
the lease of an existing resident or tenant is 
usually more profitable than finding a new 
resident or tenant for the space for the following 
reasons: 


* Renewal eliminates the rent loss that 
occurs when a new resident or tenant 
does not move in as soon as the current 
resident or tenant moves out. 


° The expense of finding a new resident 
or tenant—marketing the space—is 
saved. 


° The cost of improvements related to a 


renewal is usually less than the cost of 
preparing the space for a new resident 
or tenant. 


° The current resident or tenant is a 
known quantity—payment history, 
level of respect for the property and for 
the other residents or tenants—and 
evaluating prospects entails the 
investment of time and money. 


Only residents and tenants who are satisfied 
with the property and the service they receive 
will renew their leases. In this regard, every 
contact with the resident or tenant is an indirect 
renewal effort. 


The reasons for not renewing a lease are beyond 
a real estate manager’s control. Market 
conditions usually change during the lease term, 
rents may go up or down, and vacancy may 
increase or decrease. Lease expiration usually 
requires negotiating new lease terms unless the 
lease that is expiring contains an option to renew 
that already has specified terms and conditions 
of renewal. The starting point of negotiations 
may be whether the parties are willing to renew 
the lease, and the conclusion may be whether 
the proposed terms are acceptable. The 
following lists some principal bargaining points: 


° The amount of any rent increase 


* The length of the new lease term 


° The extent of repairs, service, and 
rehabilitation that are conditions of 
renewal 


Both parties usually expect the rent to increase, 
but the exact amount may be subject to 
negotiation, depending on market conditions. 
Renewal terms are more likely to be negotiated 
for commercial leases, and the negotiations may 
be as comprehensive as for a new lease. 


Due to fair housing laws, all residents must be 
treated equally. A standardized format for lease 
renewals must be implemented. This formula 
could be based on unit type, vacancy, length of 
lease, length of tenancy, occupancy history, time 
of year, or any other justified business rationale. 
Software dictates through its own algorithm the 
amount of the new rent based on lease term and 
month of expiration. 


To facilitate lease renewals, two basic 
administrative tasks will be performed: (1) 
generate a list of all residents’ or tenants’ lease 
expiration dates based on the property’s rent 
roll, and (2) contact the residents or tenants 
directly when leases are about to expire. To 
eliminate misunderstandings and make the offer 
exceptionally clear for both sides, contacting 
them via email or letters is the most effective 
technique. 


The timing of renewal negotiations should be 
adequate for residents or tenants to make their 
decisions and for the manager to find 


replacements for those who decide to move. For 
residents, a notice of sixty to ninety days in 
advance of lease expiration is expected. For 
commercial tenants with long-term leases, 
renewal negotiations may begin a year or more 
in advance. Note that market conditions will 
often dictate how far in advance the manager 
should begin working on a renewal. In a soft 
market, contact will be made much earlier than 
the standard notice period in an effort to 
minimize turnover. 


Other lease issues 


Commercial building owners are increasingly 
responsible for installation, operation, and 
maintenance of telecommunication risers and 
cabling in their buildings. The lease document 
should address the risks that accompany this 
responsibility, which include the tenant’s 
insurance, operating expense pass-throughs, 
escalations, and system failures. 


Deregulation of electric and gas utilities means 
volume users can purchase directly from low- 
cost sources; however, the electricity and gas 
will continue to be delivered via the existing 
local distribution systems. Owners of buildings 
whose tenants use large amounts of electricity 
may purchase power to sell to their tenants. 
Commercial tenants may choose to purchase 
their own power directly, and leases need to 
accommodate these changes in their utility 
provisions. In addition, pass-through common 
area charges may be affected. 


Some tenants’ leases may need to address 
regulatory compliance. For example, disposal of 
hazardous waste materials is an issue when 
health professionals lease space in medical office 
buildings. Additionally, a separate clause should 
specify the owner’s and tenant’s responsibilities 
for compliance with the Americans with 
Disabilities Act (ADA)—including provisions for 
indemnification of either party from liability for 
costs arising out of the other party’s 
noncompliance. For instance, nonprofit 
organizations that receive a real property tax 
break may contain lease clauses that require the 
owner to pass the savings onto that particular 
tenant or all of the tenants in the building. 


Rent collection 


As with all other aspects of resident and tenant 
relations, tact, diplomacy, and goodwill are 
essential to the collections process, but it’s 
important to also be firm in requiring payment 
of rent on the date it is due. Real estate 
managers pay operating costs, taxes, and other 
property expenses out of the rental income, and 
expenses accumulate daily. 


Timely collection of rents is imperative for 
timely payment of the property’s bills. In 
addition, some portion of the manager’s 
compensation is usually based on the net 
operating income, and any decline in that 
amount reduces the income. These two concerns 
—(1) operating expenses and (2) personal 
compensation—are incentives to collect the full 


amount of rent on time. 


Rent due date 


The advance payment of rent is an accepted 
practice—leases with federal agencies are 
exceptions because the federal government 
always pays one month in arrears. Monthly rents 
are usually due on the first day of each month, 
although some are due on the lease date. To 
streamline accounting, rent collections, and 
payment of the property’s expenses, all leases 
should have rent due on the same date. To 
accomplish this effectively, the first month’s rent 
should be prorated for residents or tenants who 
do not take possession on the first of a month. 


Most residents and tenants pay their rent on the 
date it is due, but inevitably, some will be late. 
Three significant reasons for not tolerating any 
delay in rent payments follow: 


1. Rent is one of the largest expenses for 
residents or tenants, and each day’s 
delay increases the chances that the 
resident or tenant will not pay the 
whole amount for that month. 

2. Acceptance of a partial payment 
increases the resident’s or tenant’s 
obligation in the following month, 
and the resident’s or tenant’s financial 
situation may not improve. 


3. Most leases require payment in full on 
the first, and habitually accepting late 


payments may compromise the 
property owner’s right to require 
timely payment and to evict a 
resident or tenant for nonpayment. 


Late fee and delinquency 


Most real estate managers and owners expect 
payment in full by the first of the month, and 
they impose late fees as a reinforcement of their 
policy. Late fees may be a residual source of 
income for management, but the delay in 
receiving the rent and the time spent accounting 
for the fees tend to cancel any expected benefit. 


A small late fee actually encourages late 
payment because such a policy has an inherent 
grace period associated with it. For example, if 
management imposes an extra charge for 
payments received on the sixth of the month or 
later, the resident or tenant has no compelling 
reason to pay the rent until the fifth. 


If late fees are used, they should be large enough 
to encourage prompt payment. Some 
municipalities and states limit the maximum late 
fee that a property owner can charge on 
residential rent, and this must be a consideration 
as well. 


Back rent is a debt, and collection of back rent is 
subject to the requirements of the Fair Debt 
Collection Practices Act. Statutes always control 
delinquency, collection, and eviction rights and 
procedures. It’s important to be familiar with 


and understand the laws and the practices that 
govern these matters. Local law may be more 
favorable to residents and commercial tenants 
than to property owners, and the laws in nearby 
municipalities may differ from each other. 


In terms of facing delinquency, encourage 
payment on the first day of each month. Keeping 
that simple policy justifies distributing notices of 
delinquency very early in the month, followed 
by a personal contact soon thereafter if payment 
is not received. 


Collection system 

All residents and commercial tenants should 
have a clear understanding of the rental 
collection policy before signing the lease. Be 
careful not to compromise any of the owner’s 
legal rights by presenting a policy that is more 
lenient than the law requires. It’s important to 
explain the policy in a firm manner that does not 
jeopardize the extension of goodwill toward the 
resident or tenant. Electronic payments are 
encouraged. 


A series of standard communications is the basis 
of a good collection system. A notice should be 
sent to the resident or commercial tenant on the 
first day the rent is delinquent; it should be a 
strongly worded but a friendly reminder. The 
reminder notice should simply state that the rent 
has not been received and ask the resident or 
tenant to contact the office about the matter. 


Eviction 


If the resident or tenant does not respond to the 
reminder notice and the rent is still delinquent, 
the next step is to send or serve an eviction 
notice or such other notice as state or local law 
may require initiating eviction. 


Eviction is the ejection of a resident or tenant 
from the leased premises by the property owner. 
It is a drastic measure. It can result in the 
forcible removal of the resident’s or tenant’s 
possessions from the premises if the resident or 
tenant refuses to move out. State laws governing 
eviction vary widely, but most provide for the 
property owners or their attorneys to serve 
eviction notices or notices to cure a lease 
violation within a specified period. 
Municipalities frequently have laws concerning 
evictions and residents’ and tenants’ rights as 
well. 


Eviction notice 

This notice should be a demand that the resident 
or tenant pay the rent within a specified period 
or vacate the premises within that same period. 
State and/or local laws prescribe the time 
allowed, the form, how the notice is served to 
the resident or tenant, and the content of the 
notice. If the law permits a late fee, the notice 
should state that amount. Commercial properties 
should use an attorney to prepare such notices to 
reduce the possibility of the notice being faulty 
and needing to be re-served upon the tenant. For 
residential nonpayment of rent notice, most 
properties use a standard form that meets legal 


requirements, which can be prepared and 
delivered by the on-site staff. When handling an 
eviction for anything other than nonpayment of 
rent, it is best to have an attorney prepare and 
file the notices to ensure compliance with the 
law. 


By law, an eviction notice may automatically 
terminate the lease, so the manager must 
understand its effect. In some states, an owner 
may accept a partial payment of the amount due 
without compromising the notice or the owner’s 
right to bring suit for the whole amount of the 
delinquency. In some jurisdictions, accepting a 
partial rent payment may preclude collection of 
the total amount that is in arrears. Because an 
error can lead to the owner’s or the real estate 
manager’s liability to a resident or tenant, an 
attorney must be consulted to determine the 
requirements of state and local law. 


Eviction proceedings 

If a resident or tenant refuses to pay all the 
delinquent rent specified in the notice or violates 
the lease in some other way and fails to cease or 
cure the violation within an allotted period, 
eviction proceedings can be initiated. The 
management agreement should expressly grant 
the real estate manager discretion to evict 
residents or tenants or specify a procedure for 
obtaining the owner’s approval. An eviction 
should never begin without the owner’s 
approval. 


In the case of nonpayment, if the resident or 


tenant has not responded to the demand for 
payment within the time allowed, the owner’s 
attorney must file a complaint with the court. 
The complaint prompts the court to issue a 
summons for the resident or tenant to appear in 
court. A third party, such as a sheriff or private 
process server, delivers the summons. If the 
summons and complaint cannot be delivered 
personally to an occupant, state or local laws 
will specify alternate procedures, which must be 
followed exactly. Sometimes a notice may be 
affixed face-up on the front door of the premises 
or in another conspicuous place. 


The complete form usually includes an affidavit 
of service—a sworn statement that the notice has 
been properly served—which the process server 
completes. This affidavit is then presented in 
court. The form must be completed and 
delivered exactly as stipulated by the legal 
procedures specified in it and by state and local 
law or court rule, or it may be ruled invalid. 


Any procedural inconsistency, for example if the 
notice is served impartially, may permit the 
resident or tenant to avoid the eviction— 
necessitating a complete restart of the process— 
or leave the resident or tenant with a claim for a 
countersuit. The resident or tenant should not be 
harassed, intimidated, or denied access to or use 
of the rental unit or specific services—such 
actions can also be cause for a countersuit. 


In court, the judge may give the resident or 
tenant an opportunity to pay the rent, but state 


or local law determines whether the property 
owner has a legal obligation to accept the rent. 
However, if the resident or tenant offers to pay, 
the judge may direct the owner to accept 
payment. If the resident or tenant cannot pay, 
the judge will usually render a decision or award 
judgment in favor of the owner—for possession, 
rent due, and (possibly) court costs. As part of 
the judgment, the resident or tenant will be 
given a date by which to vacate the premises. If 
the resident or tenant does not yield the space 
by that date, state and local law dictate further 
procedures. 


State and municipal laws will stipulate the time 
line for notices and court appearances. In some 

states the eviction process can be completed in 

six weeks. In other states, it can take as long as 

six months. 


Other eviction types 

There are two reasons for eviction: (1) monetary 
(nonpayment of rent) and (2) nonmonetary 
(breach of a lease covenant). Examples of 
nonmonetary eviction involve keeping a pet 
when the lease stipulates that no pets are 
allowed (for residential properties) or 
manufacturing products in space leased for use 
as offices (for commercial properties). In 
addition, the owner may terminate a tenancy 
without stating a cause if the resident or tenant 
has a month-to-month lease—this is a no-cause 
action, not an eviction. It’s important to 
understand the differences between the two 


types of evictions and the owner’s right to 
terminate a month-to-month lease because they 
involve different procedures. 


Evictions can be expensive even though the fee 
can be negotiated with an attorney. In the best 
circumstances, an eviction may require months 
to complete. Some states allow residents or 
tenants to claim retaliation for an eviction if the 
resident or tenant has complained about certain 
deficiencies or other matters prior to the 
eviction. Every such lease violation should be 
documented thoroughly or be reviewed by an 
attorney before any eviction process is initiated. 


The best way to minimize the need for an 
eviction is to be diligent in selecting residents 
and tenants, perform credit checks, and verify 
credentials for all prospects before they sign 
leases. Although the staff of a property must be 
diligent and act promptly when rent is late, or if 
residents or tenants fail to respect any section of 
the lease, the most effective means of 
maintaining harmony on the property is to give 
residents and tenants the respect they deserve. If 
staff members treat residents and commercial 
tenants properly and professionally, give them 
prompt service, and respect their privacy, the 
great majority will faithfully observe the 
requirements of the lease. 


Security deposits 


In addition to rent payments, almost all leases 
require a security deposit that the resident or 


commercial tenant pays in advance and the 
owner holds to ensure the tenant’s performance 
under the lease. The amount of the security 
deposit is often equivalent to one month’s rent, 
although it can be any amount for commercial 
properties. Residential properties are governed 
by the landlord—tenant law in the specific state. 
These laws often provide specific criteria 
regarding security deposits. For example, the 
landlord-tenant law may indicate whether 
security deposits for documented service animals 
are prohibited. 


Real estate managers should not permit residents 
or tenants to apply the security deposit to the 
last month’s rent, especially if damage occurs to 
the premises, excluding normal wear and tear— 
the deposit will not cover both repair expenses 
and the rent. The deposit must be large enough 
to be an incentive to the resident or tenant to 
take care of the premises, but that does not 
always necessitate the equivalent of one month’s 
rent. On the other hand, a leased residence that 
includes furnishings has greater potential for 
damage and warrants a larger security deposit. 


If the resident or tenant fulfills all the 
obligations of the lease, the security deposit 
should be returned within a reasonable time 
after the resident or tenant moves. However, the 
deposit should be held until damage charges can 
be itemized and deducted, and even sending a 
preliminary itemization subject to the work 
being done may be necessary to avoid being 


penalized for exceeding the time frames for 
returning the deposit. The turnaround should be 
finished quickly so the space can be made 
market-ready immediately. If feasible, inspection 
of the space in the resident’s or tenant’s presence 
on the last day of the lease is helpful in 
explaining the need for damage or cleaning 
charges. 


Successful leasing 


Leasing success depends on staff members 
having a shared commitment to the goals 
determined by property ownership and 
management as well as setting rates that are 
commensurate with the market. A variety of 
staff members may perform leasing activities, 
including the real estate manager and on-site 
leasing agents for residential properties and on- 
site leasing agents and leasing brokers for 
commercial properties. It is important to 
remember that the staff must work as a team to 
achieve the leasing objectives. An on-site leasing 
staff member performs full-time leasing duties 
for the property. For on-site staff, a professional 
dress code should be established and should 
coordinate with the property’s image or theme. 
It is important to minimize the chance of the 
staff member failing. It’s also important to 
establish clear job descriptions that detail the 
scope of tasks, and these responsibilities should 
be developed and shared with the staff. Initial 
and ongoing training should be provided for the 
staff so that they are familiar with the leasing 


goals for the property. All leasing staff members 
should be recognized and rewarded for their 
successes—such as an increase in occupancy rate 
or a decrease in turnover. 


Summary 


The leasing plan should always reflect the goals 
and objectives of the owner. A basic lease 
displays different components that are suited for 
different types of rental space. The core of the 
lease describes the duration of the agreement, 
amount of rent, and when and how the payment 
is to be made. 


Collection of rent is a critical component of 
successful property operations. Residents and 
tenants should be educated prior to occupancy 
of payment expectations, and eviction laws must 
be followed to expedite a lease violation, 
whether nonpayment of rent or other. 


After the marketing plan is implemented and 
attracts prospects to the property, an outline for 
the lease plan should be developed and should 
include a site plan of the property, unit numbers, 
and square footage dimensions, along with the 
rent schedule that outlines the current or desired 
rents for each space, lease expiration dates, and 
any concessions. Real estate managers should 
always participate in lease negotiations. Real 
estate managers represent the owners and are 
instrumental in suggesting possible compromises 
and clarifying the tenants’ questions. 


1 In many areas of the United States, the CPI is rarely used as 
a basis for escalations in new leases because the values can 
fluctuate widely. Because fluctuations are less prominent in 
the northwestern part of the country, management firms 
there still use the CPI—usually with a 

5 percent cap and a 3 percent floor. Older, long-term leases 
may still reference the CPI. 


Chapter 10: 
Managing the physical 
asset 


Managing the physical asset for the property 
owner is key to superior presentation and 
optimal function because it preserves—and 
sometimes improves—the condition and value of 
the property. Regular cleaning and repairs are 
necessary to keep residents and tenants 
comfortable and to ensure safety. Maintaining 
curb appeal and appearance are two of the 
easiest things to do, yet they are often 
overlooked. 


A good maintenance program is the foundation 
for financially successful real estate and 
managing risk. Risk management is the process 
of controlling or reducing risk to acceptable 
levels. It is protecting the owner’s asset, the 
property’s residents and tenants, and the 
management company. Maintenance and risk 
management go hand-in-hand and are key 
factors affecting the health, viability, and 
successful operation of the property. 


Property systems identification 


When a new or an experienced real estate 
manager takes over a new property, learning 


what systems are present and where they are 
located will be the first step in the maintenance 
program. For example, site plans should list the 
following locations (including but not limited 
to): 

e Mechanical rooms and equipment 

e Fire panels 

e Fire hydrants 

e Electrical panels 


* Catch basins 


+ Water, gas, and electric emergency 
shut-offs 


° Drain clean-outs 
e Fire risers 


e Underground or aboveground storage 
tanks 


+ Emergency exit stairs 

e Lockbox locations 

e Irrigation controllers 

+ Apartment number sequence 

+ Laundry rooms 
Although the list can be endless, merely 
documenting the existence of the various 


systems will save time and resources. Both large 
and small properties benefit from visual aids and 


lists, especially when employees change or when 
new vendors arrive on-site to service the 
property. Such lists also help the maintenance 
process operate more smoothly and efficiently. 


Importance of maintenance 


The objective of maintenance, like that of every 
other aspect of property management, is to meet 
the goals and objectives of the owner. A 
comprehensive maintenance program outlines 
specific maintenance goals, guided by owner 
directives, and consists primarily of detailed 
descriptions of the specific tasks to be performed 
at the property according to a reasonable 
schedule. It also ensures that the right people are 
available and trained to complete each task. 
Specific requirements for each property vary 
depending on its type, age, condition, size, 
location, and complexity as well as the number 
of square feet and the unit mix. 


The following are benefits of a comprehensive 
maintenance program: 


e Resident and tenant retention and 
curb appeal. If the property is flawless 
and the building components are in 
good working condition, residents and 
tenants will be comfortable in their 
surroundings and their satisfaction will 
result in a lower vacancy rate. The 
owner will have less expense for 
turnover of rental space because 
residents or tenants will be inclined to 


renew their leases. With a well- 
established maintenance program and 
attention to detail, properties with 
exceptional curb appeal help entice 
customers and keep them coming back. 
Increased curb appeal also attracts a 
better caliber of residents and tenants, 
which over time increases the value of 
the property and reduces turnover 
rates. 


Reduced operating costs. 
Maintenance and repair costs may be a 
large part of a property’s operating 
expenses, but investment in 
maintenance and repair may reduce 
other operating costs such as utilities, 
rubbish removal, and insurance 
premiums. These investments may also 
have an equally good effect on some 
other functions or expenses—for 
example, removing graffiti promptly 
deters further graffiti, thereby reducing 
costs. Because rental income increases 
due to increased tenancy in a well- 
maintained property, it is important to 
investigate and uncover cost-reducing 
measures that pay for themselves over 
time and will produce indirect savings 
and improved income. 


Preservation and enhancement of 
property value. After a 
comprehensive maintenance program 


is established, the property’s value is 
preserved and enhanced during the 
course of regular operations. Deferred 
maintenance causes the greatest loss an 
owner can suffer on a real estate 
investment. Even if a fire or natural 
disaster consumes the property, the 
owner can usually regain the financial 
investment if the property is properly 
insured. However, there is no 
insurance against neglected 
maintenance. 


Safety is also a critical issue. If an injury occurs 
because of neglected maintenance, the financial 
repercussions could be severe, even with liability 
insurance in place. Regular maintenance and 
repair reduce potential hazards and provide a 
safe environment for residents, tenants, on-site 
staff, prospective residents or tenants, visitors, 
businesses, customers, and employees. 


Increased 
tenancy 


Satisfied 
tenants- 
higher 
renewals 


Reduces 
operating 
cost 


Functions 
at optimal 
level 


Increased 
cash flow 


Types of maintenance 

In order to extend the useful life of building 
components, the practice of proactive 
maintenance is important. 


° Proactive maintenance is properly 
planned and scheduled in advance to 
maximize labor at optimal times of the 
year, using quality materials purchased 
at the best price available. 


e Reactive maintenance is not planned 
or controlled. It consists of reacting to 
a problem or emergency and often 
results in wasted time, energy, and 
materials. 


Among the types of maintenance listed in the 
table below, preventive is the most important 
and requires the most planning. Emergency 


maintenance is the least desirable but the most 
pressing. 


concerning th] 
investment. 


development pf the property by 


CorrectivReactive, afte LJ 
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corrected 


* Inefficient usq 
interruptions 
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when unexpef¢ted failures occur that 
need immedidte repair. Even with a 
good maintenBnce program, unforeseen 


repairs should be anticipated, especially 


ed at the time a problem 


due to general wear and tear. 


Preventive maintenance 

Ensuring reliable functional performance and 
extending the useful life of building components 
define preventive maintenance. For comfort, 
safety, and efficiency, all parts of the building 
must be regularly inspected and maintained. The 
number of maintenance personnel and their 
levels of skill and training will indicate how 
much of this work outside contractors should do. 
For reasons of safety, equipment availability, 
licensing requirements, and special skills 
involved, contractors should perform some types 
of preventive maintenance. The following 
sections discuss some components of properties 
that require regular preventive maintenance. 


Custodial maintenance (or janitorial maintenance/ 
housekeeping) is the process of keeping the 
building clean for residents, commercial tenants, 


prospective tenants, and visitors. This element of 
custodial maintenance is most noticeable 
because it directly relates to residents’ or 
tenants’ sight and smell. The typical daily or 
weekly tasks also establish a pattern for 
inspecting every part of the building, which over 
time will help avoid deferred maintenance by 
discovering a need for more extensive corrective 
maintenance. Whether the task is performed by 
an employee or outside service providers, the 
mere frequency of the visits can help be the 
“eyes” on-site when the real estate manager is 
away from the property. 


Corrective maintenance 
Corrective maintenance is required for the 
following reasons: 


e Improper installation of a building 
element 


e Use of improper component 


¢ Functional obsolescence of a 
component 


e Improper regular maintenance of a 
building element 


Parking lot lighting is a perfect example of 
needed corrective maintenance. Over time, older 
light fixtures lose their ability to illuminate to 
the proper specifications. Correcting to the 
proper illumination for safety reasons would 
require that the fixture or the bulb be replaced— 


possibly to an even more energy-efficient LED 
fixture and bulb. 


Filling a pothole in a parking lot is another 
example of corrective maintenance. A deficiency 
is being corrected that exists because of either a 
lack of proper preventive maintenance or 
specific incidents that need immediate attention. 
Routine inspections of inherent functionality 
problems may uncover other components that 
need correction. 


Deferred maintenance 

Deferred maintenance is the practice of 
postponing maintenance activities such as 
repairs on real property (or infrastructure) and 
personal property (or machinery) in order to 
save costs, meet budget funding levels, or 
realign available budget monies. The failure to 
perform needed repairs could lead to asset 
deterioration and ultimately asset impairment. 
Generally, a policy of continued deferred 
maintenance may result in higher costs, asset 
failure, and in some cases, health and safety 
implications. Real estate managers who take 
over the management of a property sometimes 
find that deferred maintenance exists. In these 
cases, the property owner should be notified as 
soon as possible, and a plan should immediately 
be put in place for a resolution. 


In the effort to minimize monthly operating 
expenses, owners sometimes unwisely have 
cleaning and maintenance work done only when 
absolutely necessary or in an emergency. On any 


property, it is inevitable that some deferred 
maintenance is evident, but too much will 
eventually result in excessive, costly repairs as 
well as a loss of the property’s value. For 
example, not heeding the manufacturer’s 
recommendations for maintaining a motor may 
temporarily delay the expense of a service call or 
replacement parts for the maintenance. 
However, excessive wear on the motor from lack 
of maintenance can lead to temporary loss of 
service from the motor and perhaps premature 
replacement, which will eventually cost much 
more than timely maintenance. In addition, the 
temporary loss of service can negatively impact 
the building operations, thus creating unhappy 
residents or tenants. Neglecting day-to-day 
maintenance significantly shortens the life span 
of major appliances and other real estate 
components such as heating, ventilation, and air- 
conditioning (HVAC) equipment, furnaces, and 
roofs; the useful life of such equipment could be 
fifteen to twenty-five years, but it could be 
significantly less if neglected. 


Because of budget constraints, some deferred 
maintenance might have to be tolerated. When 
this occurs, list the deferred maintenance in 
order of priority and incorporate it into the list 
of routine maintenance procedures. That way, 
the staff can gradually reduce the list of deferred 
projects while keeping pace with ongoing 
maintenance. However, when deferred 
maintenance is a major factor in an owner’s lack 
of cash flow, disclosing these items and 


suggesting a systematic program for repair— 
whether such repair can be funded with a 
property’s cash flow or with an owner 
contribution—can serve multiple purposes and 
have positive results. These include increased 
tenancy, which increases cash flow; increased 
cash flow produces more income with which to 
continue these repairs, and the cycle continues 
until the asset is functioning as it should. It is 
important for real estate managers to be honest 
with property owners, regardless of whether 
funding is available to correct deficiencies. For 
instance, newer real estate managers may 
hesitate to report to their owners that the roof 
needs to be replaced. However, not disclosing 
such a need can lead to drastic consequences—it 
is also contrary to the IREM Code of Professional 
Ethics. 


Regulatory compliance sometimes demands 
specific maintenance procedures and related 
activities. For example, some locales require fire 
drills that include evacuating all tenants and 
property staff from the building twice a year. 
Elevators, boilers, required postings, safety data 
sheets (SDS), and smoke alarms are just a few 
areas that are regulated by some form of 
government authority (more details are 
explained later in this chapter). 


Objectives of maintenance 

+ Accomplishment of the owner's goals 

+ Resident and tenant satisfaction 

+ Higher resident and tenant retention 

+ Lower operating costs 

+ Optimal function of the property 

+ Extend useful life of building components 
+ Maximized property value 


+ Safety of employees, invitees, and occupants 


Schedules and inspections 


Inspections and monitoring of some equipment 
may be necessary to safeguard the environment 
from potentially hazardous emissions; this is 
more likely for industrial than other types of 
properties except those with emergency 
generators that use diesel fuel. Maintenance for 
regulatory compliance is not necessarily separate 
from the listed maintenance categories—most 
regulatory compliance activities fall into the 
preventive or the corrective maintenance 
categories. Establishing and enforcing strict 
standards for custodial and preventive 
maintenance can significantly reduce corrective 
and deferred maintenance, enhance value, and 
safeguard the health and safety of residents and 
tenants. 


Planning is the first step in any maintenance 
operation. This starts with a list of every 
component that requires maintenance, the type 
of maintenance required, how often each 
procedure is to be performed, and how much 
time is required for a procedure. To develop this 
list, the condition of all functional components 
of the property should be surveyed. From the 


list, schedules for inspections and routine service 
should be developed. Inspection checklists 
contain some of the following points: 


+ Leasing support. Vacant spaces clean, 
residents/tenants moving in/out, 
acceptance notices 


e Cleaning services. Lobby floors and 
glass, mats, elevator cabs, corridors, 
washrooms, paper supplies 


+ Security/safety. Elevator logs, fire 
drill logs, night access logs, guard 
appearance, door alarms 


+ Transportation systems. Door 
operation, equipment ID, system plans, 
elevator pits 


+ Building condition. Entrances, 
sidewalks, caulking, exterior lighting 


e Mechanical operations. SDS postings, 
equipment logs, test logs, first aid 
stations 


e Common corridors. Carpeting, exit 
signs, lighting, elevator indicators, 
ceiling tiles 


e HVAC maintenance. Equipment 
locations, manufacturers, model/serial 
numbers, compressor/fan motor 
maintenance 


A keen sense of communication with 


maintenance personnel is vital to ensure they 
maintain work schedules and handle emergency 
work orders promptly. Electronic work order 
systems ensure quick and easy communication 
between the property manager, residents, 
tenants, and maintenance staff. Work order 
systems will be discussed in depth later in this 
chapter. If an electronic work order system is 
not available, maintenance personnel can 
download work orders to their cell phones by 
email or from a web browser and 
photographically document equipment repairs or 
damage when discovered. Service providers are 
increasingly becoming more sophisticated as 
well. For instance, most roof maintenance 
contractors allow customers to access the 
contractor’s database to view actual satellite 
images of the customer’s roof to see all of the 
locations of each repair that occurred that 
month or year. Having such capabilities allows 
access to information on specific service reports 
showing exactly what was repaired, how much it 
cost, and any recommendations for future 
repairs. Asking service providers for information 
about their technological equipment and 
resources will help the real estate manager learn 
new ways to improve the management of the 
client’s investments. 


Inspection reports 

Scheduling inspections and cleaning is crucial. 
Some building components (lobbies, corridors) 
require daily cleaning or maintenance, while 
other components (fan motors) need only 


periodic maintenance to function optimally. 
However, areas like the rooftop may only 
require annual (or semiannual) inspection. 
Assemble these considerations in a master 
maintenance chart and use them to establish a 
regular and efficient pattern of inspection, 
cleaning, and repair. An inspection report (Exhibit 
10.1) usually lists all of the major components of 
a property (e.g., grounds, foundations, exterior 
walls, electrical system), with numerous 
subentries under each major component. For 
example, transformers, circuit breakers, fuse 
boxes, wiring, wall plugs, light switches, and 
light fixtures might be subentries under 
“electrical system.” Space is provided to record 
the condition of the component, specific work to 
be done, an estimate of the cost of the work, and 
timing of re-inspection or whether an item is 
targeted for repairs in future budgets. Inspection 
reports are also sometimes included in an 
electronic work order system if the system has 
an inspection module. 


Exhibit 10.1: Sample property inspection report 


Property 


Inspected by Date 
Item Condition | Repairs Est. next Inspection 
needed cost 
Grounds 
Foundations 


Exterior walls 


Roof 


Gutters and downspouts 


Windows and casings 


Lobby 


Common areas 


Elevators 


Stairways 


Boiler or furnace room 


Air-conditioning plant 


Electrical system 


Plumbing 


Gas lines 


Fire safety equipment 


Garbage disposal area 


This example includes most of the major categories of items inspected. 
Mechanical rooms, storage areas, and parking facilities are other items common 
to all types of properties. In actual use, an inspection form is customized for the 
property, including numerous subentries under each of the items listed here. 
Condition might be noted as good, fair, or poor (definitions should be included to 
ensure consistent evaluation, or items might be marked as okay or not okay), with 
the latter meaning an item needs attention. 


Various types of real estate require different 
inspections. For residential properties, laundry 
rooms, recreational facilities, or other amenities 
would be added items for inspection along with 
appropriate subentries. A separate form should 
be used for inspection of apartment interiors, 
including individual rooms as main components 
with appliances and fixtures as subentries. An 


office building form would include restrooms 
and other employee (or public) facilities—light 
wells or atriums, equipment rooms, stairwells, 
and office interiors. Most real estate managers 
use separate forms for the building exterior and 
interior because it is just as important that they 
inspect the exterior as frequently as they inspect 
the interior common areas. A separate janitorial 
survey may be used to review the level of 
cleanliness of entrances, public areas, lobbies, 
restrooms, and their components. Inspections of 
vacancies can be recorded on a form that also 
serves as a work order to prepare the space for 
leasing renewal. Inspection of a shopping center 
includes examination of the surrounding area 
and access to the property, along with parking 
lots, signage, lighting, and vacant as well as 
occupied units. Take note that not all inspections 
are completed by maintenance technicians. In 
some organizations, inspection work orders are 
created to be performed by leasing and/or 
management staff, in addition to maintenance 
technicians, as a way of documenting that the 
area was inspected, and deficiencies were noted 
—even when a formal report may not be 
required. 


Maintenance schedules 

Inspection reports are coordinated with a 
maintenance schedule to ensure timely follow- 
up. The maintenance schedule (Exhibit 10.2) 
usually lists specific tasks and their frequencies. 
It may also provide spaces for assignment of 
specific personnel and a specific time of the 


week, month, or year for completion of the task. 
Preventive maintenance of equipment is usually 
addressed on a separate schedule that lists each 
piece of equipment and its location on the 
property, with columns for each month of the 
year so the maintenance supervisor can indicate 


how often work is to be done. 


Exhibit 10.2: Sample maintenance schedule 


Date 


Property 


Project 


Frequency 


Date 


Patch parking lot and other concrete 


Once per year 


Clean windows 


Twice per year 


Inspect and oil exhaust fans 


Once per quarter 


Clean gutters and downspouts 


Once per year or after 
heavy rains 


Inspect and test fire safety equipment 


As needed, at least 
monthly 


Recharge fire extinguishers 


Once per year 


Inspect common area lighting 


Once per week 


Clean or replace HVAC filters 


Once per month 


Polish chrome and brass in lobby 


As needed 


Wax lobby floors Three times per year 
Prune hedges Twice per year 
Touch up exterior paint Twice per year 
Touch up interior paint As needed 

Vacuum swimming pool Twice per week 


Parking lot striping and changeover between heat and air conditioning are 
examples of other items that such a schedule might include. 


The organization of inspection reports and 


maintenance schedules depends on the design of 
the property and its surroundings, the individual 
components that require service, and the 
availability of personnel qualified to do the 
work. The maintenance supervisor must 


integrate all of these factors into a logical and 
efficient program for maintaining the property. 
Certain types of software can expedite the 
scheduling process while also documenting 
specific maintenance activities and helping 
maintain adequate inventory of parts and 
supplies. Detailed budgets that document such 
services, their timing, and cost can be 
downloaded as spreadsheets and disseminated in 
multiple forms to fit the specific needs of any 


property type. 


Establishing effective schedules may take a 
significant amount of time and experimentation, 
especially for an older property whose service 
records are incomplete. However, the result of 
having a maintenance schedule in place ensures 
proper regular and preventive maintenance 
when the schedule is followed. On the other 
hand, a new property should have a complete set 
of owner’s manuals and manufacturer’s 
recommendations that can facilitate 
development of an equipment maintenance 
program. Manuals and important documents 
should be saved and bookmarked electronically 
for easy access. 


Consider the specific timing of some 
maintenance activities—groundskeeping and 
custodial maintenance in particular—so 
residents or commercial tenants will be aware 
that the work is being performed. In fact, such 
tasks become part of a tenant retention program. 
Seeing ongoing property maintenance gives 


residents and tenants a sense of added value for 
their rent dollars (i.e., visible is valuable). On 
the other hand, some tenants and even residents 
prefer that these tasks be completed in silence, 
so to speak, to minimize inconvenience and 
noise issues. 


Quantifying the level of traffic that passes 
through each section of the building will also 
help to schedule custodial maintenance. Some 
areas of the building may require hourly 
attention—others may require only an 
occasional spot inspection. Nevertheless, the 
custodial maintenance schedule should list all 
rooms and sections of the common areas in the 
building so they will be inspected regularly and 
kept clean. This list should include janitorial 
rooms and supply closets, which might seem 
unusual because they are hidden from the 
public, but a well-organized supply room saves 
staff time when seeking parts and supplies and 
helps protect stored materials. Maintaining an 
orderly supply room also reminds staff of the 
wide-ranging importance of cleanliness 
throughout the property. Also, janitorial rooms 
might contain sinks that could be the source of 
water leaks if not checked regularly. The 
following sections describe some of the areas of 
a property that require frequent custodial, as 
well as corrective, maintenance. 


Walks, driveways, parking areas, and grounds 
The schedule of custodial maintenance duties for 
the property grounds depends partly on the time 


of year. In winter, all driveways, parking lots, 
and sidewalks must be free of ice and snow. 
Doormats must be inspected and cleaned 
regularly. In the spring, especially after the snow 
melts, the grounds should be cleared of litter 
that accumulated beneath the snow. In the 
summer, keeping the lawn mowed and weeded 
and taking care of flower beds will add greatly 
to the curb appeal of the property. The staff 
members should look for serious cracks in the 
concrete or asphalt pavement and patch them if 
possible or contact a vendor for repair 
recommendations; at the same time, they should 
remove weeds growing in these gaps and pick up 
any litter around the area. Bushes, shrubs, and 
trees should be watered and pruned regularly, 
and they should be replaced if they are dead or 
dying. Trash cans should be serviced regularly, 
not only removing the trash inside the trash cans 
but also cleaning the exterior of the trash 
containers. 


Most sidewalks, driveways, and parking lots are 
finished with asphalt, brick, or concrete. The 
effects of traffic, vibration, water freezing in 
winter, and extreme heat in summer cause these 
materials to crack. Regular patching or 
resurfacing will extend the life of these surfaces 
significantly, prolonging the need to replace 
them entirely. Parking lots must be restriped 
periodically to mark parking stalls and fire lanes. 
Landscaping that has been neglected may have 
to be redesigned to be more aesthetically 
pleasing. Lawns may require reseeding or sod 


replacement in the spring to restore areas where 
grass has died. Tree trimming and pruning 
should be scheduled at the appropriate time of 
year for specific trees on the property. 


As an extension of preventive maintenance, 
grounds should be inspected especially during or 
immediately after high winds, severe 
thunderstorms, or heavy and prolonged rains. 
During storms, shrubs are easily uprooted, 
branches can be torn from trees, and signage and 
property lighting can be damaged; such issues 
require prompt attention to avoid potential 
hazards to people and vehicles. 


Exterior walls and components 

The level of traffic around the outside of a 
property and the exterior finish of the building 
determine the frequency of custodial 
maintenance. In addition to cleaning dirt from 
the outside walls of the building, staff should 
regularly clean signs and light fixtures, touch up 
paint on interior and exterior areas, and repair 
all surface finishes; all of this aids in maintaining 
the overall aesthetic of the property exterior. 
Flowers, signage, and benches help “freshen” the 
look of the property—all evidence of having 
attention to detail and pride in managing the 


property. 


Preventive maintenance of exterior walls 
depends on the construction or finishing 
material. Because of repeated freezing and 
thawing, cracks can develop in the mortar of 
brick walls, and tuck-pointing—the periodic 


replacement of mortar—becomes necessary. It is 
recommended that brick exteriors also be sealed 
routinely to ensure water tightness. Painted 
exterior walls should be examined for cracked or 
peeling paint—occasional touch-ups will protect 
a painted surface, but complete repainting will 
eventually be necessary. Wood surfaces should 
be inspected for splintering, decay, and insect 
damage caused by termites, carpenter ants, and 
so forth. It is often possible to replace portions of 
a wood surface without completely refacing the 
building. To prevent re-infestation, a 
professional contractor must exterminate insects 
before repair work begins. Concrete walls must 
be checked for cracks or chipping. Glass curtain 
walls should be examined for stability and to 
detect cracks or other damage. 


Windows and casings 

Cleaning all of the windows and window casings 
of a building may or may not be done routinely 
depending on their location. Being in a high- 
traffic area, windows in the lobby should be 
washed daily because they become the dirtiest 
and are the first windows seen by everyone; they 
also reveal much about the overall cleanliness of 
the establishment. The interior and exterior of 
other windows may require cleaning 
semiannually or annually. Trained window 
washers should be contracted to clean window 
exteriors for high-rise buildings. 


Interior walls 
Some interior walls may require frequent 


painting or cleaning, which can be time 
consuming and costly. To avoid that, 
maintenance staff should choose paint with a 
satin or semigloss finish, which is ideal for walls 
that need to be cleaned regularly. However, a 
satin finish should not be used where there are 
wall imperfections because it will make the 
imperfections more apparent. An eggshell finish 
is the most popular paint option—even though it 
lacks the shine and easy-to-clean surface of a 
gloss finish—because it masks imperfections in 
the wall and is the easiest to apply in a single 
coat. 


Elevators, lobbies, and other common areas 
Elevators and lobbies require daily cleaning. 
Brass, mirrors, or other metallic surfaces need 
regular polishing, and floors need periodic 
maintenance. Corridors and restrooms require 
the same level of attention, especially in high- 
traffic areas. Buildings that have lobby 
information desks have the advantage of 
personnel in attendance to keep those areas free 
of litter or report their condition to the 
appropriate personnel. 


Amenities 

People are attracted to amenities such as 
swimming pools and fitness centers. At the 
minimum, these areas require daily attention 
because of health, safety, and sanitation 
requirements. Most real estate managers 
contract for swimming pool maintenance 
because they must be vacuumed frequently, and 


chlorination or other chemical treatment levels 
must be monitored. Periodic testing of water 
samples may be required by law. If the facility 
supplies towels, staff must collect and wash 
them. Locker rooms and showers must be 
cleaned and disinfected frequently. Because 
these areas can be high-injury zones, frequent 
safety inspections and correction of faulty 
equipment, slippery surfaces, and other 
components are critical to preventing liability to 
the owner and/or the real estate management 
company. 


Foundations 

Building foundations should be inspected 
periodically for evidence of water penetration, 
settlement, cracks, and other signs of 
deterioration. To prevent further deterioration, 
staff should correct problems when they are 
discovered. When problems are severe, 
professional engineers should be consulted. 


Roof 

A roof endures extremes of heat, cold, and 
moisture. Over the years, an owner may have a 
building re-roofed many times. Severe weather 
may weaken areas of the roof, necessitating 
occasional patching. The surface of the roof 
should be routinely inspected for wear. Roof 
inspections should be at least annual, and a 
qualified roofing contractor should usually 
accompany the manager. A thermal scan may 
help identify problems that are not visible to the 
naked eye—areas of heat loss due to absent, 


inadequate, or wet insulation. 


Antennas and satellite dishes may be installed on 
the roof to provide communications and 
television services. These require little to no 
ongoing maintenance, but requiring the 
contractors who install these items to use the 
owner’s roofer—to ensure roof penetrations are 
roofed-in and sealed properly—may be a wise 
policy to enforce. Installers must take care not to 
compromise the integrity of the roof system at 
any time. These areas should be carefully 
checked when inspecting the roof. If the roof 
system has a current warranty, any work 
performed on the roof by others must be 
completed in a manner that will not void the 
warranty. 


Roofing alternatives 
Two major alternatives for roofing surfaces can 
lower costs and save energy: (1) reflective roofs 
and (2) green roofs. 


Reflective roofs. 

Reflective roofs generally lower costs because 
they reduce roof surface temperatures by 
preventing the sun’s heat from transferring into 
the building; as a result, they help downsize air- 
conditioning equipment. In fact, a reflective roof 
can even extend the roof life by reducing the 
amount of thermal shock that occurs on the 
roof’s surface. 


Green roofs. 
The other alternative is green roofs, which are 


basically extensions of an existing roof that 
require high-quality waterproofing, root 
repellent, and drainage systems to support 
systems for growing plants. There are two types 
of green roofs: (1) intensive roofs, which are 
thicker and can support a wider variety of plants 
but are heavier and require more maintenance, 
and (2) extensive roofs, which are covered in a 
light layer of vegetation and are lighter than an 
intensive green roof. The following are a few 
general advantages of green roofs: 


¢ Absorb rainwater to reduce runoff that 
would otherwise collect pollutants 


e Reduce urban heat 


e Protect the roof from ultraviolet (UV) 
rays and other types of deterioration 


* Double the roof’s life expectancy 


e Filter carbon dioxide and pollutants 
out of the air 


The Environmental Protection Agency (EPA) 
estimates that green roofs can save up to 25 
percent of the building’s annual energy costs, 
and the Federal Energy Management Program 
(FEMP) has found that green roofs also double 
the roof’s life expectancy—equating to a savings 
of $8 to $10 per square foot. Obviously, the 
decision to establish a roofing alternative should 
be discussed with the owner during the 
management agreement and planning process to 


examine the maintenance involved in more 
detail. (The management plan and agreement 
are explained in Chapter 5.) 


Gutters and downspouts 

Many buildings have exposed gutters and 
downspouts. These prevent the accumulation of 
water on the roof and protect the exterior walls 
from excessive water flow. Gutters usually have 
to be replaced as often as the roof. They should 
be inspected frequently, especially after heavy 
rains, and they must be kept clear of leaves and 
other accumulating debris. Some residential 
buildings have gutter guards and rain barrels at 
the end of their drain spouts, and others may 
have rain gardens. However, regular inspection 
is always important as a preventive measure. 


Windows and casings 

In addition to cleaning, windows require 
maintenance of their moving parts, frames, and 
seals. The maintenance staff may have to install 
separate storm windows in the autumn and 
remove them in the spring. When windows need 
replacing, double-paned windows should be 
investigated because they may serve as their 
own storm windows; such windows are more 
applicable to residential properties. They are 
energy efficient in all seasons and require less 
maintenance. Governmental rebates may even 
be available for replacing windows, installing 
insulation, and adding other energy-saving 
upgrades on residential and commercial 
buildings. Any such inducements might benefit 


an owner in cost-saving measures, tax rebates, or 
both. Newer office buildings usually have 
windows that do not open, and older buildings 
are often retrofitted to prevent the opening of 
windows to prevent injury in the case of high- 
rise buildings. 


Elevators 

Contract for elevator maintenance and work 
with the contractor to develop the system that is 
most efficient for handling the volume of traffic 
in the building. A typical elevator inspection 
form includes information on door opening/ 
closing speed, alarms in the cabs, acceleration/ 
deceleration, and the general smoothness of the 
ride. The elevator contractor will provide 
preventive maintenance such as lubricating 
parts, inspecting cables, and cleaning the rails. 
Inspections and testing by governmental 
authorities are required on a regular and 
ongoing basis. Placards for emergency contacts 
and telephone, intercom systems, or emergency 
alarms (depending on the type of elevator 
system) must be present inside each elevator and 
in good working order at all times. 


Strategies can be made to protect the building’s 
elevators from improper use. While not 
specifically preventive maintenance, such 
strategies can minimize damage and prolong an 
elevator’s life. To discourage use of passenger 
elevators for freight, and vice versa, the freight 
elevator should be separate from those for 
passengers. However, in buildings that lack a 


freight elevator, passenger elevators must serve 
as freight elevators. The risk of damage to 
passenger elevators used for freight warrants a 
creative approach. One possibility is to reserve 
one of the passenger elevators for freight use 
and make it accessible only to appropriate 
personnel who have a key. When using that 
practice, pads should be provided to protect the 
elevator walls and designate a particular time of 
day when the elevators may be used for moving 
freight. This will avert disruption during periods 
of peak traffic. Another possibility is to load 
furniture on the top of the elevator cab rather 
than inside. The ability to do this depends on the 
system in place (elevator cab construction, door 
controls, etc.) and mandated safety 
requirements. 


Stairways 

No matter how they are constructed, stairways 
require close attention because they are 
frequently the site of accidents involving 
injuries. The most common challenge is keeping 
stairways free of debris. Step surfaces show wear 
over time, and this alone can be a potential 
hazard because the surface (tread) is no longer 
smooth or level. Stairs should be inspected for 
any loose or deteriorating steps. Stair edges 
should be clearly marked if it is difficult to 
distinguish the surfaces of successive steps or 
required by the local building and safety 
department. All stairwells should have adequate 
lighting for emergencies as well as for normal 
use; they should have handrails that are easy to 


grasp and are securely fastened to the wall or 
staircase. Stairway maintenance also includes 
fire escapes, which must be kept free of debris 
and are operational to serve as escape routes 
during emergencies. Inspections to ensure that 
the fire escapes are working properly should 
occur regularly. 


Heating, ventilation, and air-conditioning 
(HVAC) equipment 

Controlling the climate in buildings is an 
ongoing challenge. In addition to controlling 
temperature, HVAC equipment regulates 
humidity, supplies fresh air to the building, and 
removes stale air. Regulating all of these 
conditions requires a system of controls and 
precise monitoring of each room or floor in the 
building. A malfunction or error in programming 
this equipment can cause occupants extreme 
discomfort. Maintenance staff may be trained to 
clean and replace filters, lubricate portions of 
the mechanical equipment, or monitor 
thermostat settings. However, most real estate 
managers usually contract maintenance and 
repair of HVAC equipment unless the size of a 
property justifies the skilled labor needed for 
that work. Local ordinances may require 
licensing of boiler operators. Heating and air- 
conditioning systems sometimes require special 
maintenance for start-up and shutdown when 
the seasons change. It is important to note that 
the HVAC system of most buildings is one of the 
most expensive components. Therefore, regular 
preventive maintenance will prolong the 


system’s life, lessen the need for costly repairs, 
and save dollars in the long run. 


Electrical network 

As demand for electrical service grows, it must 
be monitored to determine if the capacity in the 
building can meet that demand. In particular, 
prospective commercial tenants should be asked 
about their electrical requirements to determine 
whether the building can accommodate them. 
An existing building can often be retrofitted for 
the electrical and network cabling required for 
computers and their adjunct equipment. 
However, that may be a major undertaking that 
warrants retrofitting the entire building rather 
than only one tenant’s leased space. 


The maintenance supervisor should regularly 
inspect all electrical wiring and all electrically 
operated pumps and motors. However, qualified, 
licensed electricians should be engaged to 
conduct specialized inspections and tests, such 
as infrared, automatic transfer switch, ground 
fault circuit interrupter (GFCI), and so forth. All 
property staff should know the location of 
transformers on or near the property, the 
location of the transformer identification 
number, and the contact information of the 
electric utility company. The main shutoff switch 
should be identified, and employees should 
know its location in the building and the 
circumstances that warrant disconnecting the 
property from its power supply. Licensed 
personnel should make any changes in the 


wiring and appropriately document those 
changes. 


Plumbing 

All plumbing components should be inspected 
regularly, which includes not only sinks, toilets, 
and urinals but also water heaters, sump pumps, 
backflow devices, irrigation systems, and so on. 
Work required to clear drains, repair leaks, and 
otherwise maintain the integrity of the system 
should be completed immediately. Residential 
properties usually have more plumbing fixtures 
than any other property type. Consequently, 
they have the most plumbing problems. To 
minimize service calls and reduce the amount of 
toxic drain cleaner released into the 
environment, residents should learn responsible 
and proper use of plumbing fixtures. It would be 
wise to give commercial tenants information to 
use to educate their employees about proper 
garbage disposal—and what not to put into sinks 
or toilets. The main water shutoff valve should 
be clearly identified, and employees should 
know its location in the building and the 
circumstances that warrant its use.1 


Gas lines 

Only trained personnel from the gas company 
should perform the maintenance of gas lines. 
Maintenance staff should be alerted in case there 
are gas leaks and report them to the proper 
authorities while initiating appropriate 
emergency procedures. If the property is 
equipped with a primary shutoff valve and the 


gas company provides instructions on how to use 
it, that information should be conveyed to the 
employees. 


Co-generation equipment 

Maintenance staff may be responsible for certain 
routine tasks on properties that produce 
electricity using a co-generation plant—also 
referred to as combined heat and power (CHP) 
plant—which uses a heat engine or a power 
station to simultaneously generate both 
electricity and useful heat. This is one of the 
most common forms of energy recycling; 
however, authorized contractors must perform 
most preventive and corrective maintenance. 
These systems can include wind power, solar 
power, and other energy-producing sources; if 
present, such systems require maintenance by 
qualified personnel or contractors. 


Fire prevention and safety equipment 

To minimize the threat to life and property from 
fire, everyone in the building should be 
informed about fire safety procedures, make sure 
that the associated equipment is functioning 
properly, and verify that all equipment meets 
local fire codes. All fire exits and fire doors 
should be marked clearly and kept free of 
obstructions. Proper operation of fire doors, 
alarm systems, fire escapes, fire extinguishers, 
and interior sprinkler systems should be verified 
at least once a year by a qualified contractor. 
Certificates of inspection may be required, and 
maintenance may have to be contracted. 


Most jurisdictions require the installation of 
smoke alarms. Batteries must be checked and 
replaced in smoke detectors that are not 
connected to a central system. Some 
jurisdictions even require supervised fire drills, 
especially for multistory office buildings. 
Regardless of requirements, routine drills should 
be provided for all property personnel, residents, 
and commercial tenants detailing the way to 
summon the fire department and to evacuate the 
building. 


An outside service must recharge and tag fire 
extinguishers as prescribed by the manufacturer. 
In the United States, fire extinguishers are 
classified by the extinguishing material they 
contain. 


Additional considerations for fire safety 

Thousands of buildings catch fire every year, and thousands of people lose their 
lives in those fires. Real estate managers must know how to minimize the risk 
of fire and, in the event of a fire, how to properly react to minimize injuries and 
property damage. 


+ A fire prevention and safety program may start with a call to the local fire de- 
partment. An inspection of the site by the fire department will identify poten- 
tial fire hazards and equipment that must be installed or upgraded to comply 
with safety standards or codes. 

+ Lights in exit signs must be inspected regularly to ensure they are functioning. 
Installing emergency lighting that automatically turns on in a power failure in 
corridors and stairwells may be advisable—some jurisdictions require it. 

+ Sprinkler systems are often installed in building common areas and leased 
premises. 

+ Fire extinguishers and smoke alarm pull stations should be installed in com- 
mon areas. 

+ The local fire department may also help to prepare a fire safety training pro- 
gram for on-site staff and tenants. 

+ Advice from the fire department and occasional fire drills help to ensure the 
appropriateness of an evacuation plan, such as: 

+ Knowing where the nearest exits are located 

+ Touching a door with the back of a hand before opening it 
+ Staying near the floor for fresh air 

+ Closing doors when possible to contain the fire 

+ Annual smoke alarm testing should be a standard operating procedure for 
residential managers. 


The extinguishers should be placed by class 
according to the combustibles nearby. 


Most real estate managers commonly install type 
ABC (dry chemical) extinguishers because they 
are effective against all types of fires. Fire- 
suppression systems in computer rooms may 
contain halogenated compounds (Halon) that are 
similar in action to carbon dioxide (CO2) gas. 


Pest control 

An ongoing concern among real estate managers 
is the control of insect pests and other vermin. 
Most properties contract for a regular 
extermination service, and many states require 
licensed pest control operators. The frequency of 


the exterminator’s visits depends on the severity 
of the infestation, the season, and the locale. 
Cockroaches are ubiquitous and particularly 
difficult to exterminate. Other troublesome 
insects are termites, carpenter ants, and fire ants. 
Because these insects burrow into foundations 
and wooden beams, they may be noticed only 
after they have done extensive damage. Larger 
rodents such as rats can infiltrate sewer lines 
and nest in walls, causing numerous other 
problems and damage as well. 


To eliminate an infestation, fumigation may be 
necessary. However, if only one leased space is 
fumigated or sprayed after a resident or tenant 
has vacated, the pests may not die—they may 
merely relocate to adjoining spaces. To ensure 
complete extermination, the exterminator should 
spray the entire building, or a large section of it, 
at one time. Properties whose tenants include 
restaurants or food stores are especially prone to 
vermin infestations. However, local health 
departments require most food stores and 
restaurants to spray periodically for pests. 


Because mice, rats, and cockroaches thrive in 
unsanitary conditions, the most effective way to 
exterminate them is to remove their food 
sources. Residents and tenants should be 
informed about the proper frequency and 
method for disposing of garbage on the 
premises. If no place is available outside the 
building to maintain dumpsters, garbage must be 
stored inside the building. The garbage room (or 


storage area) should be inspected regularly— 
cracks in the walls and other types of damage 
provide conduits for pests to spread throughout 
the building. To control odors and inhibit 
bacterial and fungal growth, routine cleaning 
and disinfection of the garbage room is 
mandatory. The garbage room should be 
insulated from heat, especially if the room is 
near the furnace or boiler. Good lighting and 
painted walls encourage residents and tenants to 
keep the room clean and facilitate the detection 
of insects on the walls. Regardless of where 
garbage is stored, a program to sort trash for 
recycling may also help control pests by 
concentrating the organic garbage in fewer 
containers; recycling of paper, glass, metals, and 
plastics is mandatory in some states. 


Bed bugs 

Beginning in the late 1990s, particularly in the 
United States, bed bugs made a startling 
resurgence. Although the exact cause is not 
known, experts suspect the resurgence is 
associated with increased resistance of bed bugs 
to available pesticides, greater international and 
domestic travel, and the basic lack of knowledge 
regarding control of bed bugs due to their 
prolonged absence.2 With this increase in bed 
bug infestations, several states introduced 
legislation to mitigate this pest. The law in some 
states requires real estate managers to disclose 
existing or past problems with the bugs as well 
as address how to remedy the problem with the 
pests and who will pay for it. 


Property owners are required to pay for the 
extermination of bed bugs if detected. However, 
if residents and tenants do not cooperate with 
the extermination efforts, they could be held 
responsible for subsequent treatment costs. In 
other states, real estate managers of larger 
apartment buildings are required to provide 
pamphlets to residents detailing preventive 
methods and other information on bed bugs. Bed 
bug infestations are required to be exterminated 
as soon as they’re discovered—if immediate 
action is not taken, fines up to $300 per infested 
bedroom and/or $1,000 per infested common 
area could be enacted.3 


Wildlife 

Insects are not the only pests that cause 
disturbances. In many areas, squirrels, bats, 
birds, and other wildlife can also become “pests” 
and can cause serious damage to the outsides of 
buildings. Campus-style commercial and 
residential properties are particularly vulnerable. 
In certain situations, animals can also be 
hazardous to people—through scratches, bites, 
and disease transmission. As the habitats 
available for animals diminish, encounters with 
wildlife increase. Federal and state laws protect 
most wildlife species and their management; 
therefore, proactive measures should be taken to 
eliminate food sources and discourage habitats 
that attract animals. If certain issues exist, seek 
advice from wildlife rehabilitators, other wildlife 
experts, or animal control on additional ways to 
deter wildlife. 


Other aspects of maintenance 


Regulations enforced by local, state, and federal 
governments establish minimum standards for 
the safety of employees and building occupants 
and affect many maintenance procedures. Laws 
governing minimum standards change 
frequently; therefore, it is important to stay 
abreast of new laws and court interpretations. In 
addition, properties must comply with current 
environmental regulations, and compliance with 
maintenance practices relates to the safety, 
health, and well-being of residents and tenants. 


Safety 

The Occupational Safety and Health 
Administration (OSHA) of the U.S. Department 
of Labor establishes job safety standards and is 
authorized to conduct inspections and cite 
businesses for violations. Real estate managers 
should be familiar with OSHA standards, 
especially those that apply to activities on the 
property. Unsafe work practices should be 
identified, and employees should be provided 
with the proper equipment and knowledge for 
correct use. Appropriate and approved 
protective devices for equipment and personnel 
—shields on power saws, safety glasses, rubber 
gloves, and so forth—must be readily available. 


Various chemicals and other materials used on- 
site, such as cleaning products, may include 
potentially combustible, flammable, or toxic 
substances. Personnel who work with such 


chemicals should be aware of the specific 
hazards and wear protective gloves and other 
appropriate equipment. Product labels identify 
the hazards and indicate how to treat persons 
who are exposed to the materials as well as how 
to dispose of the products and their containers 
properly. A safety data sheet (SDS) accompanies 
chemicals purchased in bulk in drums. 


Temporary barriers or fencing should delineate 
construction and other work areas. The barriers 
should be clearly identified with signage, and 
they should be locked to prevent unauthorized 
persons from entering. Even such tasks as 
mopping and waxing lobby floors require clear 
delineation and signage to minimize the 
potential for slip-and-fall or trip-and-fall 
accidents. Even training employees on the 
proper use of ladders and how to bend and lift 
large items properly can help prevent accidents 
and injury. 


Protecting the environment 


Understanding proper ways to handle and 
dispose of waste ensures safety, compliance with 
regulations, and preservation of the 
environment, yet waste disposal is only one 
aspect of environmental protection. Many 
materials once considered safe for use in 
buildings have been found to be harmful to 
humans. The U.S. Environmental Protection 
Agency (EPA) and state and local governments 
have enacted regulations to protect people and 
the environment. It is important to know 


whether harmful materials are present on the 
property and whether they are potentially 
hazardous in their current state. The presence of 
hazardous materials can lower the property’s 
value, even if the materials do not pose a threat. 
Liability for leaving such materials in place or 
for removing them has received considerable 
attention. 


The following lists some hazardous materials 
that can be found in buildings: 


e Asbestos. A fibrous mineral used in 
buildings prior to 1981 for flooring, 
insulation, and fireproofing. In 1989, 
the EPA issued a final rule banning 
most asbestos-containing products, but 
in 1991, this regulation was 
overturned. However, its use is banned 
in new flooring felt; rollboard; and 
corrugated, commercial, or specialty 
paper. Only licensed contractors can 
assess the condition of asbestos- 
containing material (ACM) ina 
property to determine its friability (how 
easily it crumbles). Only they can 
remove it (abatement) or maintain it in 
place (containment). “Popcorn” ceilings 
in residential buildings are an indicator 
of asbestos. It may not be illegal to rent 
an apartment or commercial space 
with popcorn ceilings or asbestos- 
containing ceiling tiles, but it is 
important to disclose that these 


surfaces must not be disturbed in any 
way, shape, or form, and if changes to 
such surfaces are required, they must 
be performed by licensed contractors. 


Radon. A colorless, odorless, tasteless 
gas that occurs naturally in the 
radioactive decay of radium and 
uranium. It became a problem with the 
advent of energy-efficient buildings 
that allow only minimal transfer of air 
between the building’s interior and the 
outside. If high levels of radon exist in 
a building, a qualified contractor can 
identify the sources and recommend 
ways to seal them or better ventilate 
the building. Some jurisdictions require 
carbon monoxide detectors. 


Polychlorinated biphenyls (PCBs). 
Chemicals in electrical transformers 
that are relatively harmless if left 
undisturbed. However, if a PCB- 
containing transformer leaks or burns, 
lethal dioxin gas may be released. Local 
or state law may require removal of 
PCBs during rehabilitation. An 
authorized hazardous waste hauler 
must transport transformers that 
contain PCBs to a licensed location for 
disposal. The property owner may be 
liable for any PCB contamination 
caused by the transformer, even after it 
has been removed from the property. 


However, when the utility company 
owns the transformers, which is often 
the case, it has the burden of 
responsibility for correcting 
transformer-related environmental 
problems. 


Chlorofluorocarbons (CFCs). 
Chemicals that contain two types of 
halogens—chlorine (Cl) and fluorine 
(F)—are being phased out and replaced 
with similar compounds that do not 
include chlorine atoms. Many were 
banned when the United States signed 
the Montreal Protocol. Newer 
refrigerant chemicals are not always 
compatible with existing air- 
conditioning systems, but it is possible 
to modify the equipment to use them. 
Information on refrigerant chemicals 
and equipment modifications and costs 
is available from the American Society 
of Heating, Refrigerating, and Air- 
Conditioning Engineers (ASHRAE). 


Lead-based paint. A type of paint 
used in housing built prior to 1980 
that poses a serious lead-poisoning 
hazard to resident children. Its use in 
the United States was outlawed in 
1978. The hazard may be abated by 
removing the paint (dipping removable 
components in chemical strippers); 
encapsulating it by covering painted 


surfaces with other materials 
(installing wallboard); and replacing 
painted window frames, doors, 
balustrades, and other easily removed 
components. Only qualified contractors 
should perform abatement work and 
dispose of the hazardous waste. By 
federal law, the property owner must 
disclose the presence of lead-based 
paint to potential buyers, residents, 
and commercial tenants. 


e Formaldehyde gas. A foaming agent 
once used in foam insulation and still 
present in adhesives used in making 
pressed-wood products. Its presence in 
a building can be harmful. 
Manufactured homes are most 
susceptible to high levels of 
formaldehyde gas because of the 
amount of pressed wood and the type 
of insulation in them. Although 
formaldehyde gas will dissipate 
eventually, removing some of the 
formaldehyde-containing materials or 
increasing interior ventilation to 
hasten the dissipation and eliminate 
harmful effects may be necessary. 


While indoor air quality (IAQ) problems can arise 
in any type of building, office buildings are the 
most susceptible. That is partially because their 
centralized HVAC systems serve such a large 
space and partially because they are built new or 


retrofitted as entirely enclosed systems (the 
windows cannot be opened), which results in 
poor air circulation. Contaminants, including 
volatile organic compounds (VOCs) and bacteria, 
can be distributed throughout the building, 
causing occupants to experience headaches, 
dizziness, drowsiness, nausea, and other 
symptoms of sick building syndrome (SBS). 
Legionella bacteria, which can grow in fouled 
water-cooling towers, are the cause of 
Legionnaires’ disease (an often fatal respiratory 
infection). As yet, there is no federal regulation 
of IAQ, but ASHRAE established IAQ standards 
in the early 1990s that have since been 
formalized as Standard 62-1999; they continue 
to evolve. The standards specify minimum 
ventilation rates and IAQ that are acceptable to 
human occupants. 


Mold or mold-like substances can exist in rental 
homes, condominiums, apartments, and 
commercial buildings. Water damage, leaks, 
improper ventilation, lack of proper 
temperatures, and other moisture intrusions or 
seepage are the primary sources of mold growth. 
Mold may adversely affect human health. 
However, it appears that the effect of mold on 
humans is short term rather than long term— 
removing the mold removes the effect. Not all 
mold that grows in buildings is the toxic mold 
that has sensationalized this subject. When mold 
is detected, actions to remediate the problem 
should be initiated promptly. A qualified 
contractor should remove the mold and repair 


the damaged area. Straightforward, informative 
communication with building occupants will 
help diminish the perception of mold hazards 
and minimize the risk of liability for the 
property’s owner and manager. 


Many older buildings used to maintain their own 
fuel supply for their boilers, usually in storage 
tanks on the premises. The threat of 
contamination of groundwater by leaking 
underground storage tanks (LUSTs) has led to 
regulations requiring inspection and replacement 
of tanks that are still in use—those no longer in 
use may have to be removed. The presence of 
extra pipes may indicate a forgotten 
underground tank. If an abandoned tank is 
found on the premises, the alternatives for 
making it completely safe are to remove it or to 
fill it with cement. Always contact the local 
authorities regarding the legally correct 
procedure to use when dealing with 
environmental issues. 


Controlling energy consumption 


Not only are energy-saving features appealing to 
residents and tenants, but they can also function 
as a marketing tool to entice those who are 
concerned about the environmental performance 
of places where they live and work. Managing 
energy usage is an ongoing aspect of 
maintenance, and energy savings reduce 
operating costs and increase potential profit for 
the property. Energy conservation is a way to 
ensure comfort and reduce fuel consumption. 


Basic energy conservation programs 

Some energy programs cost very little to 
implement. For example, a simple reminder to 
residents and commercial tenants to report leaky 
faucets can reduce wasted water and fuel, or 
implementing a policy for the cleaning staff to 
turn off the lights after cleaning a room can save 
an enormous amount of electricity. Installing 
occupancy sensors and timers for lighting in 
common areas that are not fully occupied (e.g., 
restrooms, conference rooms, private offices, and 
even supply closets) can have a dramatic impact 
on a building’s energy reduction. For example, a 
typical 100,000-sq.-ft. office building can save 
more than $14,000 per year by installing 
occupancy light sensors. 


Disposing of fluorescent bulbs safely 

It is important to note that all fluorescent bulbs contain extremely small 
amounts of mercury that can potentially be harmful to people and the 
environment if they are not disposed properly. If a bulb breaks, it is important 

to reduce mercury vapor exposure by having people and pets leave the room 
while the room airs out for about ten minutes, shut off the HVAC system, and 
thoroughly collect all of the broken materials for disposal in an airtight container. 


As an alternative to sensors and timers, 
something as simple as replacing conventional 
incandescent light bulbs with compact 
fluorescent lights (CFLs) can have long-lasting 
energy-saving results. Although the cost of CFLs 
is higher than the cost of regular incandescent 
bulbs, the life expectancy of CFLs is ten times 
greater, and they use 25 to 35 percent less 
energy. Another alternative is retrofitting light 
fixtures for light-emitting diode (LED). LEDs also 
are more costly but have a long life term of ten 


to fifteen years and use about 75 percent less 
energy than incandescent light bulbs. 


Adjusting thermostats throughout the building 
(especially in office buildings that have central 
HVAC systems) is another simple example of 
reducing energy costs. Setting the temperature a 
few degrees lower during the heating season and 
a few degrees higher during the cooling season 
will create substantial energy and cost savings. 
Many residential buildings also have central 
HVAC systems, and these can be adjusted 
similarly. It is important to keep in mind that 
the temperature should satisfy the comfort levels 
of residents and/or tenants. Local ordinances 
may dictate thermostat settings during certain 
hours of the day or night or require certain 
levels of heating (or cooling). 


Other energy conservation tactics 

In certain situations, controls can be installed on 
existing equipment depending on age; however, 
other circumstances require replacing systems 
with new equipment. A retrofit is the 
replacement of an old building component with 
a new, energy-efficient one—installation of a 
new boiler, for example, especially one carrying 
the ENERGY STAR® label. Retrofitting can be 
very expensive, but the installation will 
eventually pay off, especially if the component 
was already due for replacement. Although the 
payback may take years, retrofitting can become 
a strong competitive advantage if energy costs 
soar; it can also increase the value of the 


property (lower expenses increase net operating 
income [NOI]) if NOI is normally used to 
calculate value. 


The following examples provide a condensed list 
of other energy conservation tactics: 


* Low-flow shower heads, faucets, and 
toilets can reduce consumption of 
water and fuel. 


e Motion or infrared sensors for parking 
lot and stairwell lights can reduce 
electricity consumption without 
compromising security. 


e Combination timer thermostat on a 
boiler can match high-water 
temperature with peak demand. 


e Routine cleaning and oiling of 
machinery results in better 
performance, longer life, and lower 
energy consumption. 


e Dual-flush toilets (low- and high-water 
flushes) can save water consumption. 


° Frequent inspections of the property 
and routine maintenance are essential 
to prevent energy waste. 


It is important to learn about the energy 
consumption of a property, billing procedures 
used by utility companies, and energy control 
devices available in the market. Be aware of 


nonprofit organizations, such as the U.S. Green 
Building Council, which offers a Leadership in 
Energy and Environmental Design (LEED) 
certification—an internationally recognized 
green building certification system. The IREM 
Certified Sustainable Property (CSP) is another 
valuable certification that is an attainable, 
affordable, and meaningful recognition program 
for all property types. 


The goal of energy management is to strike a 
balance between the initial cost of an energy- 
saving device or program and the amount of 
time before it pays for itself. Reducing expenses 
in this manner also improves NOI and adds to 
the property’s value. To optimize energy 
conservation, real estate managers should think 
creatively about energy costs and usage. 


Maintaining property security 
Successful maintenance programs contribute to a 
building’s security. Preventing crime in buildings 
will always be a difficult task—especially 
because many crimes do not result from forcible 
entry. Being complacent about security measures 
creates greater opportunities for crime. 
Therefore, regular inspections and thorough 
preventive measures are the best defenses 
against crime at any property. 


Some real estate managers and property owners 
may consider a security staff or surveillance 
equipment crucial. Before making such an 
investment, the issue of liability should be 


considered. The presence of a security force or 
monitoring equipment—or the promotion of 
these services when marketing the property— 
may be construed as a security guarantee. If that 
guarantee fails, the owner or real estate manager 
could be liable. Despite this risk, security 
personnel are crucial for certain property types 
—especially office buildings and shopping 
centers. 


Whatever security program is in place, staff 
should continually monitor to make sure the 
program functions exactly as planned. The 
following are some basic action items to be 
shared with staff (and tenants of commercial 
properties): 


e Doors that lock automatically should 
not be propped open for long periods 
of time because most crimes in 
apartment buildings result from entry 
and fire doors being propped open. 


e Maintenance staff should replace 
burned-out light bulbs as soon as they 
are discovered so that areas are visible 
at night. 


e High priority should be given to 
repairing any component that may 
provide access to the property. 


+ Be sure that overgrown shrubbery is 
frequently trimmed to help eliminate 
potential hiding places. 


In the aftermath of September 11, 2001, security 
tightened, especially for large commercial 
properties, which has caused real estate 
managers to be more alert to the threat of 
terrorist acts, such as bomb threats, dangerous 
air pollutants (including biological and chemical 
agents), nearby hazardous materials spills, and 
other incidents. Real estate managers should 
work with local authorities in planning for 
emergencies while also staying abreast of alerts 
issued by the various governmental authorities. 
In this context, greater scrutiny of prospective 
residents and tenants and of current residents’ 
and tenants’ activities is also warranted. The 
U.S. Department of Homeland Security identifies 
an active shooter as an individual actively 
engaged in killing or attempting to kill people in 
a confined and populated area. In most cases, 
active shooters use firearms, and there is no 
pattern or method to their actions or selection of 
victims. Finding and presenting such information 
from various agencies to staff and commercial 
tenants helps educate them regarding situations 
that may be unfamiliar and that would not 
otherwise be at the forefront of their minds.4 


Managing maintenance work 


Because the real estate manager and the 
property owner are responsible for choosing the 
most effective method of maintaining the 
property, finding qualified personnel to do the 
work and keep records of the work performed is 
essential. 


Staffing choices 


Real estate managers can find personnel to do 
maintenance work by hiring on-site staff, using 
management firm employees, or working with 
contractors. 


On-site staff 

Hiring on-site staff is a customary practice and 
an effective way to quickly provide custodial 
and preventive maintenance. The size of the 
building usually determines the number of 
people and the range of specialized skills 
required. However, it is important to note that 
on-site staff entails payroll expenses, human 
resource personnel, training, supervision, and an 
added liability to the owner and property 
management firm—all of which carries with it a 
large responsibility to manage. Essentially, real 
estate managers who are well qualified to lead, 
inspire, manage, and motivate employees will 
succeed in their daily duties. 


Management firm employees 

When providing nonroutine maintenance by a 
management company’s employees to a 
managed property, the management company 
will bill the property owner for labor and parts 
in addition to the regular management fee. With 
such an arrangement, disputes can sometimes 
arise between the real estate manager and the 
owner regarding the amount of extra charges. If 
the management company provides maintenance 
services, negotiating a totally separate fee or 
billing arrangement may be more appropriate. In 


addition, real estate management companies 
must be relatively competitive with the cost for 
services that could be provided by an outside 
contractor. However, slightly higher fees may be 
justified if residents or tenants recognize the 
speed with which items are repaired or cleaned. 
Better service will help maintain higher 
occupancy and increase revenue in the long run. 
Added consideration must be given to increases 
in insurance rates for those who perform manual 
labor as opposed to general office work. 


Contractors 

For maintenance that requires specialized skills 
or licensing of those who do the work (e.g., 
elevator maintenance), contractors may be used 
in addition to, or in place of, on-site staff. 
Regular janitorial, engineering, and parking 
services might also be contracted, as well as 
independent security agencies that provide on- 
site security officers on contract. 


All contractors should be properly insured. If 
their particular duties require licensing, verify 
that their licenses are current and remain 
current for the duration of the contract. 
Janitorial, security, and other contracted 
personnel who will work on-site for extended 
periods should undergo pre-employment 
criminal background checks. Contractors should 
be required to show proof that they have 
adequate and appropriate insurance, such as 
workers’ compensation, and to supply several 
references—all of which should be checked. 


Before choosing contractors to perform certain 
jobs, draft precise specifications for the work 
describing details of the job, materials to be 
used, any special equipment or tools required, 
and potential time constraints that may apply. 
Contractors will then be invited to bid on the job 
either informally or as a formal request for 
proposal (RFP) process, which requires the 
bidder to provide written specifications for 
services or bid on written specifications provided 
by the property manager. The contractors will 
submit quotations that state their analysis of the 
job, the time it will take, and the cost. After 
receiving the quotes, the contractor who will 
provide the necessary level of quality for the 
fairest price is selected. In some instances, 
stating a firm price is impossible, especially if a 
job (e.g., elevator repair) could take on a 
different character after the work begins when 
unforeseen conditions are discovered. 


The contractor may submit an estimate showing 
known costs (for parts) and specific rates to be 
charged for variable components of the job, an 
hourly rate for labor, and mileage charges for 
travel—also known as time and materials, or 
T&M. Contractors or management companies 
typically use specific written contracts for 
technical or repetitive maintenance services; 
they may use purchase orders or work orders for 
work not covered by a contract. It is 
recommended to use the property management 
company’s contract, purchase order, or work 
order, if possible, to ensure the terms meet the 


property owner’s requirements. 


It is in the best interest of the real estate 
manager to develop and maintain positive 
relationships with the contractors that service 
the properties on a regular basis. Contractors can 
provide advice and help with cost-saving 
measures. Walking the property with these 
providers (such as a landscape contractor) 
frequently or at least once per year can uncover 
needs that may not have been identified during 
normal weekly or monthly servicing. Face-to- 
face or phone conversations help develop such 
relationships and can possibly clear up confusing 
details more efficiently than through emails or 
text messages. 


Record keeping 


Whether the maintenance work is done by on- 
site staff, employees of the management firm, 
contractors, or a combination of the three, the 
record-keeping requirements are essentially the 
same. 


Work order 

Each specific maintenance or repair activity 
should have an individual work order (Exhibit 
10.3) that indicates what, when, and who will 
do the work. Work orders are emailed directly to 
contractors from work-order programs such as 
Building Engines or Angus Systems, which 
promote mobility with wireless work orders, or 
from a property employee. Most companies 
receive invoices through a service and never 


handle paper invoices. After the job is done, the 
worker should complete the work order and 
return it to the real estate manager or the 
maintenance office. 


Exhibit 10.3: Sample maintenance work order 


Work order number Assigned to 
Property Date 
Maintenance required 


Location on property 
Maintenance performed 


Materials used 


Time required/cost of labor $ —_-_ 
Cost of materials $ ~~~ 
Total $ 
Maintenance performed by 
Unable to complete because 


This is a generic example. For work to be done in an apartment, a work order form. 
would include spaces for the resident's name, home, and work phone numbers, 
the presence of a pet, and whether permission to enter the unit has been received, 
as well as whether the resident is to be charged for the work and the reason. A 
commercial property work order would also include tenant contact information. 
Work done is usually charged back to commercial tenant. Space on the form may 
also be included for the tenant to acknowledge the completion of the work. Some 
real estate managers combine this form with a maintenance service request form. 


Maintenance service request 

Residents and tenants usually complete a 
maintenance service request to initiate work to be 
done in their leased spaces. A staff member may 
also fill out the form when a request is phoned 
to the office. Most properties provide this form 
on their websites to be completed online or 
through an online work order system. 


The service request should identify the resident 


or tenant and the leased space, include contact 
information, and describe the work requested. 
Space should be available for the resident or 
tenant to sign the form (electronic signatures are 
sufficient) and grant permission for staff to enter 
the leased premises to determine the priority of 
the task. Some maintenance systems include an 
email confirmation of the work performed and 
any cost to be charged, along with a request for 
the resident’s or tenant’s response as to whether 
the work was satisfactory. 


An expanded form might include space for 
information about parts, scheduling, and actual 
work done, along with space for the 
maintenance worker to sign off when the work is 
complete—or a space to make notes about a 
return visit if the repair could not be completed 
at that time. Such an expanded form effectively 
combines the service request with the work 
order form. Most online work order systems 
allow residents and tenants to check the status of 
a service request and review any public notes 
entered. Systems typically have the ability for 
maintenance workers to input internal notes that 
the residents and tenants cannot view. 


Work log 

Previously, most real estate managers used a 
work log to record maintenance jobs on a 
cumulative basis. Some kept a master work log 
for all property staff and contractors that listed 
what had been scheduled and the cost of the 
work (Exhibit 10.4). Supervisors may have asked 


staff members to maintain a separate log record 
of assigned tasks and time allotments. The 
worker would check off the work as it was 
completed, indicating the actual time required, 
and reasons for any time variances (or if a task 
was not completed, the reason). With the 
emergence of new technology, online work order 
systems serve as a log to track tasks for all 
property staff, which includes a description of 
the task, who it is assigned to, what work was 
performed, when it was performed, how long it 
took to complete, and any other pertinent 
information. 


Some residential properties keep records of 
maintenance by the apartment (e.g., a list of 
when the carpet was last changed). It is also 
important to keep all documentation on 
completed service requests that explains when 
the request was completed, what the request 
entailed, and how long it took to complete. 
Documentation is extremely important for rare 
occasions when issues are raised in court by 
individuals claiming they were discriminated 
against due to their inclusion in a protected class 
in the timing, quality, and/or attitude of the 
workers in resolving maintenance issues. 


Exhibit 10.4: Sample maintenance work log 


suffici¢nt for most purposes. The location column 
may bẹ used to identify the space and the resident 
or commercial tenant, or separate columns can be 


for this information. Columns may be 
added Ito track other details such as the amount of 
time tẹ do the work, purchase order numbers, 
additignal work to be done, and when the work 
was infpected. 


Purchase order 

Staff members who are not directly involved 
with maintenance might complete a purchase 
order for supplies or equipment; this record has a 
direct effect on maintenance efficiency. A 
purchase order should show the following items: 


* Name of the vendor 


* Date of the order 


e Kind, quantity, and price of each item 
ordered 


e Delivery date 

e Delivery address 

* Terms of acceptance 

e Any substitutions (if they are allowed) 


e Authorized approval 


Purchase orders help monitor inventory levels 
and ensure an adequate supply of replacement 
parts. Tracking inventory through purchase 
orders can prevent purchasing too many or too 
few supplies and spare parts—both situations are 
costly. Overstock represents cash that is not 
available for other uses, and having too many 
parts on hand can lead to pilferage by 


employees, residents, or tenants or the potential 
for damage while being stored. 


Inadequate inventory is also expensive, 
especially in terms of the staff time involved in 
making a special trip to purchase a part. Some 
companies require maintenance workers to come 
to the workplace with their own tools and 
supplies, which removes the need to track the 
inventory of supplies. 


Inventory control system 

To verify inventory levels and track the 
frequency of restocking, develop an inventory 
control system that provides for each item to be 
recorded as it is removed from inventory, and 
for the remaining inventory count (item total) to 
be reduced. Regular review of the list indicates 
what needs to be restocked and when. There are 
numerous software programs available 
specifically for property management firms to 
manage their overall maintenance program and 
work-order-request systems. Some programs 
even allow the user to incorporate requests 
directly into the inventory, accounting, purchase 
order, and invoicing systems. 


Insurance 


Risks can be managed in four different ways: 
control, avoidance, retention, or transfer. 
Insurance is a strategy to minimize risk through 
transfer. To avoid a financial loss from damage 
to the property, the best choice is to consult a 
capable and knowledgeable insurance expert. 


Unique aspects of a property require inclusion of 
certain provisions in its insurance coverage. For 
example, a property in an area not prone to 
earthquakes will most likely not require 
earthquake insurance; however, insurance for 
property along the California coast must include 
this type of coverage. 


Types of insurance 

Liability 

Physical damage to the structure is only one 
type of risk that owners and real estate 
managers must guard against—liability is 
another. In particular, if an individual is injured 
or dies on the premises, the real estate manager 
or the owner may be deemed liable, which is 
determined in a court of law, usually in response 
to a lawsuit. The expense of court time and the 
prospect of a judge or jury awarding damages to 
a plaintiff make liability insurance essential. This 
is also known as casualty insurance. It is 
coverage that offers protection against claims 
that allege that a property owner’s negligence or 
inappropriate action resulted in a bodily injury 
(e.g., resident slips and falls on wet surface and 
is injured) or property damage to another party 
(e.g., sprinkler system turned on suddenly and 
ruined a file cabinet). 


Liability insurance protects the owner from 
financial ruin. It pays the expense of defense 
against the claim, and, if the owner is ruled 
liable, it pays the settlement. The premium for 
liability coverage is usually a flat rate per 


$100,000 of coverage. Additional coverage may 
be obtained by carrying umbrella liability 
insurance, which is a separate policy that will 
pay claims that exceed the basic liability 
coverage. Because the owner is not the only 
possible defendant in a liability suit, the real 
estate manager should be identified as an 
additional named insured party in the owner’s 
liability insurance. 


Property 

Property insurance includes coverage for 
accidental, direct physical loss to the property of 
the insured from any event that is not 
specifically excluded or limited, for example fire. 
Most insurance policies for damage to a property 
have fire insurance as their basis. That is 
especially important for residential properties 
because of the unpredictability of a fire starting 
in a private residence. There are often careless 
causes, such as cigarettes left burning, stoves 
that were never turned off, and outdoor grills or 
candles that were not carefully put out. Fire 
protection itself is not enough, nor will fire 
insurance necessarily pay for fire damage under 
every circumstance. It might pay for direct loss 
but not for related smoke and water damage. 
Greater protection is provided by adding 
extended coverage insurance, which usually 
encompasses damage from specific perils. 
Coverage is still limited, however, and broader 
coverage may be desirable. 


Two main types of insurance are common for 


properties: 


¢ Actual cash value (ACV). The least 
expensive insurance option. It leaves 
the owner the most vulnerable because 
it pays a claim based on depreciation 
(from use) of the original value of the 
item. The amount may be substantially 
below the cost of replacement—for 
example, an air-conditioning unit listed 
for $1,000 might be valued at only 
$700 under ACV coverage. 


+ Replacement cost coverage. Pays the 
cost of the new or equivalent 
replacement item. For example, the air- 
conditioning unit listed at $1,000 
when purchased three years ago and is 
priced at $1,700 today would be 
reimbursed at the current cost. 
Naturally, the premium for this type of 
coverage is higher. 


Co-insurance 

Co-insurance is an agreement between the 
insurance company and the owner to share the 
cost of the claim. It requires the insured to 
maintain insurance at least equal to a stipulated 
percentage of the replacement cost of the 
property in order to collect partial losses in full. 
If insurance is less than required, the claim is 
reduced. A lower percentage equals higher risk. 


Contents insurance 


The contents of residents’ apartments are not 
covered under the owner’s policies for the 
building, so residents are responsible for 
insuring their personal possessions. The lease 
should include a requirement to obtain renters 
insurance, and residents should initial that 
clause. Some management companies work with 
insurance agencies to create insurance packages 
that can be offered to renters at the time they 
sign their lease. At some properties, renters can 
purchase insurance by signing a lease addendum 
and the premium can be paid along with the 
rent. 


Commercial tenants need to purchase insurance 
to cover all of their property and inventory. For 
condominiums, the generic bare wall concept 
indicates that there is no responsibility to insure 
the unit inside the unfinished surfaces of the 
perimeter walls, floors, and ceilings. 
Responsibility for the interior of the unit is on 
the part of the individual unit owner. Note that 
state laws and the Covenants, Conditions, and 
Restrictions (CC&Rs) of the Common Interest 
Realty Association (CIRA) may stipulate the 
limits of liability for insurance policies. 


Other insurance policies 

A special form policy is more comprehensive 
because it includes most of the coverages 
commonly obtained as separate policies and 
pays for anything that is not named as an 
exclusion—anything can be excluded. Special 
needs can be accommodated by paying 


additional premiums for specific add-ons, such 
as boiler coverage or water damage. 


Insurance for acts of terrorism (including cyber) 
may be included in a policy or offered as an 
endorsement for an additional premium. For 
most residential properties, with the exception 
of those in potentially vulnerable locations— 
urban centers or near military installations— 
insuring against acts of terrorism may be an 
unnecessary expenditure. Seeking advice from 
the owner’s insurance agent can be helpful in 
this regard. 


In certain cases, real estate managers may need 
to do some research to find out about the land or 
area to obtain the proper coverage. For instance, 
some real estate managers have worked on 
properties that were located in a flood zone and 
did not have the proper coverage when it was 
needed. However, most management agreements 
state that it’s the owner’s responsibility, rather 
than the real estate manager’s, to determine and 
obtain insurance. 


A fidelity bond may be purchased to cover theft 
losses. This may be a requirement of an owner 
for a management company. At times, this may 
be a lender requirement. 


Possibilities for endorsements are unlimited. If 
the property has a rare sculpture on its grounds, 
an endorsement may be added to the basic 
policy to insure against theft of or damage to 
that particular piece of art. To obtain the best 


possible coverage for the lowest premium, 
carefully calculate the costs and benefits of each 
type of additional coverage (endorsement). 


A condominium association would not require 
insurance to protect against the loss of rent in 
the event of damage to its building, but the 
insurance of a rental property should include 
rent loss coverage. In fact, the mortgage holder 
may require such protection. If the building 
sustains a physical loss, insurance covering the 
building will pay to restore the premises. During 
restoration, however, the property may be 
partially or completely uninhabitable, resulting 
in little or no income. Rent loss coverage 
provides income to the owner during restoration 
and thereby reduces the risk of foreclosure. 


Each property usually requires a unique 
insurance plan to maximize coverage, especially 
because the level of coverage and type of policy 
vary with the insurance carrier. Insurance for 
one property may come from several different 
insurance companies, and numerous 
endorsements or riders may ensure protection 
against particular circumstances that the basic 
policy does not cover. 


Choice of insurance packages 

An option for lowering the premium cost is to 
carry a deductible, which is a certain amount the 
owner agrees to pay before insurance pays for 
any amount of the claim. This practice benefits 
both the insurance company and the property 


owner. The owner pays a lower premium, and 
the insurer does not have to investigate or pay 
small claims. A deductible may be $500, $5,000, 
or $5 million depending on the circumstances, 
policy, and negotiated terms. The deductible 
may apply per occurrence, per building, or per 
year. 


An owner of several properties may be able to 
group them together under a single blanket policy 
at a reduced overall premium. In this way, one 
or two higher-risk properties might be included 
in the package at a lower rate than they might 
otherwise receive, which is especially critical for 
properties that run close to break even, helping 
reduce the overall expense ratio of the property. 


Administration of such complex insurance 
coverage is also complicated. Real estate 
managers usually have the responsibility of 
filing claims and ensuring that premiums have 
been paid—although some owners elect to do 
this work because they are named as the 
primary insured party. However, as the owner’s 
agent, the real estate manager will act in the 
owner’s place with regard to the property. For 
this reason, the owner should agree to list the 
real estate manager as an additional named 
insured party on all policies; that will protect the 
manager and expedite the handling of claims 
when contacting the insurance company. 


Regardless of the amount of insurance or the 
types of coverage a property owner carries, the 
owner’s insurance protects only the property, the 


owner, and the real estate manager. The 
personal possessions of residents are not 
covered. For this reason, the real estate manager 
should encourage all residents to carry renters or 
homeowners insurance—depending on the 
nature of the residency. 


Summary 


Managing the physical asset of a property 
involves more than simply cleaning and repairs. 
A good maintenance program anticipates 
malfunctions and schedules regular examination 
and care of building components. More than 
anything else, appearance is the best marketing 
tool for any property. Custodial maintenance can 
optimally be scheduled by monitoring traffic 
flow through various parts of the building and 
by making sure the maintenance staff members 
know how often inspections are required under 
various conditions. Most importantly, preventive 
maintenance lowers repair costs and helps deter 
crime by ensuring that door locks, alarms, and 
strategic lighting in parking lots and stairwells 
are operational. 


Meeting the terms of OSHA regulations is a must 
because it helps to provide a safe working 
environment—especially because maintenance 
and repair of equipment pose risks and hazards 
to staff. Staff should also understand the proper 
procedures for safely disposing items that carry a 
variety of chemicals—especially those used in 
cleaning supplies. If hazardous materials are on 
the premises, staff should know the proper 


procedures for handling them in order to comply 
with federal, state, and local environmental 
regulations. 


Establishing a habit and practice of keeping 
accurate records is an integral part of managing 
the physical asset. Using purchase orders and 
inventory controls saves the owner the costs of 
excessive or inadequate inventory. Clear and 
concise records are necessary for tracking 
specific maintenance work and when (or 
whether) it is completed. Real estate managers 
should always be attentive to and watchful of 
chronic maintenance issues and try to get to the 
root of each problem. As an industry, real estate 
managers do not want to become notorious for 
just treating the symptoms and not the disease. 


Altogether, property maintenance of an owner’s 
asset, regardless of size or type of property, is 
under the authority of the real estate manager 
and is one of the most comprehensive and 
important functions in property management. 
Without an adequate product to rent or sell, 
there will be no renters or buyers and thus no 
revenue for the owner. While this chapter 
provides an overview of some building 
components and their specific maintenance 
needs, keep in mind that no two properties are 
alike. Knowing all of the ins and outs of a 
property is the only way to develop a proper 
maintenance program to enhance the property’s 
longevity. 


Insurance is a system under which individuals 


and companies concerned about potential 
hazards pay premiums to an insurance company. 
In return, the insurance company reimburses 
policyholders (in whole or in part) in the event 
of a loss. In economic terms, insurance is a 
means of transferring risk from individuals to a 
larger group whose pooled funds (premiums) 
make the group better able to pay for losses 
experienced by individual members. While 
insurance does not prevent losses, it does offer 
financial protection against their consequences. 


The decisions real estate managers make on a 
daily basis affect insurance premiums and 
availability tremendously. Not only do property 
managers’ decisions affect their own properties, 
but they can also impact the cost and 
availability of premiums on all other properties 
insured under the policy as well. In order to 
meet the owner’s goals and objectives and 
maximize the property’s income, the property 
manager should understand basic insurance 
concepts. 


1 Managing septic systems where sewer systems are not 
available in the local area entails a whole host of inspections 
and maintenance, requiring staff to be well versed in their 
overall management—and with the various city, county, or 
state regulations that may govern such systems. 


2 The Centers for Disease Control and Prevention (CDC) and 
the U.S. Environmental Protection Agency (EPA) have 
developed information that highlights emerging public 
health issues associated with bed bugs and additional 
information regarding safety and treatment in dealing with 
this pest. 


3 Monitor social media to learn whether residents or tenants 


are talking about bed bugs on the property. Because 
extermination can be quite costly, and it’s difficult to pass 
the expense onto the residents/tenants, some leases include a 
policy that management will charge the resident/tenant for 
extermination if bed bugs are detected more than a certain 
number of days after occupancy. 

4 For more information about how to deal with an active 
shooter, refer to the U.S. Department of Homeland Security 
website at dhs.gov. 


Chapter 11: 
Technology 


Proptech is the usage of technology and software 
to assist in today’s real estate needs. It integrates 
high-tech applications and information platforms 
that streamline commercial investments and the 
way they operate. Proptech, or the digitization 
of the real estate industry, is exploding as 
different companies race to provide the internet 
of things (IoT) for the property manager to use. 
IoT is a network of physical objects that are 
embedded with sensors, software, and other 
technologies for the purpose of connecting and 
exchanging data with other devices and systems 
over the internet. 


The real estate industry traditionally has been 
slower to adopt new technology than other 
industries due to its relationship to business 
culture. However, booming property 
management technologies and new property 
management trends are taking center stage. 
Technology plays a tremendous role in property 
management today, as it does in almost every 
other facet of people’s lives. Looking back over 
the last thirty years, technological advances 
have influenced just about every aspect of 
property management, and it continues to 
evolve. At one time everyone carried pagers, 


then two-way radios, and now smartphones can 
be found in every staff member’s hand—from 
the corporate executive to the cleaning staff. 


Property management software 


There are several industry-standard software 
packages in use today. Yardi, RealPage, 
AppFolio, and Entrata are some of the biggest 
ones. However, smaller operators may use 
programs like QuickBooks to financially track 
their operations. These software packages are 
the core of operations. 


Overall, the goal of using property management 
software is to track finances, lease information, 
and building information. Many of the more 
robust packages will also provide websites for 
marketing, online payments platforms, a storage 
repository for documents, tenant screening, 
service requests, preventive maintenance 
tracking, inventory management, and many 
other potential integrations. 


Sophisticated software is designed around 
enforcing business workflows and rules as well 
as tracking data. For example, a workflow is set 
for accepting, evaluating, approving, and 
ultimately moving in a resident or tenant. Each 
step requires completion before moving to the 
next step. The site staff can’t move someone into 
an apartment without properly screening them 
first. 


The software application should reduce the need 
for paper calendars, reports, and notebooks. 


Preventive maintenance can be automatically 
scheduled. Calendars can share meeting times 
and locations. Reports are generated and 
emailed to the appropriate recipients. Invoices 
are stored electronically, eliminating the need 
for additional office space for filing cabinets and 
allowing immediate access for users with a 
simple click. 


These systems can then produce reports on the 
information collected to facilitate daily tasks or 
evaluate operations and finances. The reports, 
some of which can also be emailed 
automatically, allow managers to quickly access 
information in order to do their jobs efficiently 
and effectively. 


Data analysis 


Integrated systems allow for new analysis and 
the ability to have data-based decision making. 
The use of real-time or near-time data has 
created the ability to make better decisions 
faster. Companies store their information in a 
centralized cloud-based solution. This allows 
anyone involved to access documents, create 
new ones, and tap into the most recent 
developments for a timely response. 


Occupancy data is up to date only if the 
management team is consistent with updating 
information when someone moves in or out. 
With good data management practices, 
occupancy data can be analyzed to determine 
trends or patterns, which then can be used to 


act. An increase in vacancy may signal the need 
for more advertising or a shift in rents. 


Another benefit is the ability to review the 
number of inquiries and showings, as well as the 
closing ratios compared with past trends, by 
rental agent or by property. Top management 
doesn’t have to wait to see occupancy rise to 
realize the market is changing or that something 
has changed with operations. By setting 
parameters and thresholds, as well as standard 
procedures, those decision points can be pushed 
to lower levels in the organization, creating even 
faster responses. 


Multiple flows of information can be 
consolidated into a dashboard or report that 
keeps all team members up to date on the 
current situation. Past history can be used to 
create future projections that can be adjusted in 
real time when the situation changes. 


Many companies now use software to determine 
rents on a daily basis. This revenue management 
solution is sometimes referred to as a lease rent 
option (LRO). The software will establish rents 
overnight based on competitor rents, days 
vacant, lease expiration, and base rents. It is 
unknown what the rent will be each day as the 
algorithm makes that determination based on 
each day’s activity. 


Communications 


Technology has changed how people 
communicate, as well as the costs, ease, and 


frequency of what is possible. A generation ago 
it was standard to have someone walk around 
delivering fliers or memos to apartment doors or 
office suites. Today it is common practice to use 
message centers that email or send text messages 
to residents or tenants and staff. Property teams 
have the ability to communicate information in 
an emergency or inform the community about 
happenings or events. It is possible to direct 
individual messages about rent owed or lease 
renewals to many people with the push of a 
button instead of hours of typing and hand- 
delivering. 


Communication doesn’t stop with outbound 
information. With the use of software and 
smartphones, residents and tenants can enter 
their own requests for service, without having to 
call the office when it is open. Work orders can 
be routed to the appropriate technician via a 
smartphone. With an integrated system, the 
technician can obtain resident or tenant 
information and past history of the particular 
problem, track time, make purchases, include 
notes and pictures, and close out the work order 
when complete. Then the system will 
automatically update the resident or tenant 
when the work is complete. 


Building systems 

Building control systems have also become more 
advanced and integrated with the growth of 
technology. Examples include heating, 
ventilation, and air-conditioning (HVAC) control 


systems, camera systems, elevators, lighting 
systems, alarm systems, and access systems. 
Many of these systems now connect online to 
allow central control and interaction as well as 
the ability to monitor and adjust remotely, not 
requiring someone to be on-site. Artificial 
intelligence can analyze and manage these 
systems. 


In many cases, the adoption of technology 
systems can be slow. It is extremely expensive to 
retrofit an HVAC control system into an existing 
or older building. However, as systems are 
replaced and upgraded, the latest capabilities 
often are included. Computerized hot water 
systems can monitor days and times of 
consumption to control water temperatures and 
meet demand. Energy management systems, or 
building automation systems, can monitor HVAC 
on a computer, laptop, or smartphone and allow 
the user to turn on the lights and adjust the heat 
or air conditioning. Some systems can also verify 
identity, open door locks, and monitor the 
occupancy of a room to make appropriate 
adjustments for lights, heat, and air 
conditioning. Constant monitoring of utilities 
and automated maintenance reduce 
administrative costs, enable rents to remain 
lower, and make a property more affordable and 
attractive to residents and tenants—not to 
mention the positive energy savings and lower 
environmental impact. 


Sophisticated security systems allow staff to 


view live activity and review camera footage in 
order to verify a trip-and-fall claim or determine 
who has caused damage. Furthermore, drones 
can be used to inspect buildings or create three- 
dimensional models for marketing or 
development purposes. 


Managing car parking is easier as employees 
work remotely and come to the office less 
frequently. Systems will eliminate a jammed lot 
on some days and a vacant lot on others. 
Building employees can request a parking space 
on their office day, and software will allocate 
parking spaces to staff based on criteria chosen 
by the businesses. There is also software 
available to assist with finding available parking 
spaces in garages or lots, allowing for touchless 
access and prepayment for parking. 


Marketing 


In the past, there were only a few channels to 
market or advertise available space in a 
property. The predominant means of advertising 
were the phone book, local newspapers, and 
sometimes real estate-focused magazines. Now, 
almost everyone has an online presence. Most 
projects have a website, Google listing, Facebook 
page, and accounts on LinkedIn, Twitter, 
Instagram, and TikTok. Today almost all 
advertising dollars are spent online. 


Internet Listing Service (ILS) is an online real 
estate search database showing properties and 
units that are available for rent and for sale. 


Most ILS services feature single-family homes, 
student housing, and multifamily properties. 
Some sites are more specific to certain property 
types, for example focusing on manufactured 
homes, communities, and retailers. There’s no 
shortage of ILS sites available to attract more 
leads. CoStar and LoopNet are similar websites 
to ILS but focus on commercial real estate. Real 
estate managers are always looking for ways to 
communicate with residents and tenants 
effectively online. Chatbots, virtual robots, and 
assistants make communication more efficient. 
They can even answer generic questions and 
hold virtual showings. 


Virtual reality (VR) is a growing trend in the real 
estate sector, with 360-degree virtual tours 
allowing potential residents and tenants to view 
space at their convenience from anywhere. The 
use of VR in real estate improves the customer 
experience, giving potential residents, tenants, 
or buyers more choice over the way they 
browse. 


Online channels also include websites dedicated 
to reviewing properties and providing 
opportunities for residents and tenants to write 
testimonials or complaints for the world to see. 
Property managers should monitor their online 
reputation regularly and respond to reviews and 
unhappy customers. 


Social media 
Social media is just one of the many channels 


that make up a digital marketing campaign. It is 
a platform unto itself, consisting of the 
information that a company puts out for 
consumption, as well as how people react to it. 
Most people have access to smart and internet- 
connected devices. A strong presence on social 
media is almost mandatory. Using social media 
in a real estate management company will give 
new opportunities to improve communication, 
find more leads, reduce advertising costs, follow 
market trends, and search out financing 
opportunities. 


It’s critical to stay current on all sites, but that 
can be time consuming. Each platform attracts a 
different audience, offers a way to engage with 
followers, and uses a unique algorithm that 
affects how many people see a post along with 
the engagement the post receives. It’s beneficial 
to use a social media management platform, 
such as HootSuite, that will post and monitor 
interactions. Larger firms will employ a social 
media manager to represent the company across 
all channels as the sole voice of the brand. The 
social media manager responds to comments, 
compiles campaigns, creates content, and 
provides guidance to enhance the company’s 
online presence. 


An online reputation develops through social 
media, search results, and the property or 
company website. Good real estate management 
will encourage reviews from their residents and 
tenants. Monitoring the reputation of a property 


or company requires a response to all reviews, 
whether positive or negative. It’s important to 
pay close attention to company employees and 
how they act in the digital world as this can 
have an impact on the company. Companies 
should establish specific policies on the use of 
social media, on and off the job. Postings that 
are in bad taste, politically inappropriate, or in 
violation of fair housing laws can create 
significant issues for the manager, the 
management company, and ownership. 


Cybersecurity 


All of this data, confidential and otherwise, 
needs to be secured and protected. Building 
systems and information systems are vulnerable 
to hacking, theft, and destruction. Social 
Security numbers, checking account information, 
credit card numbers, and confidential payroll or 
personal information are all vulnerable to attack 
and theft. The management company can be 
held responsible for failing to protect this 
information. 


There are multiple federal and state laws around 
data security and privacy. This is an ever- 
evolving area of the law. The management 
company needs well thought out and consistent 
policies and procedures to protect the data and 
the systems involved. Cybersecurity insurance 
should also be considered. 


One safeguard that can’t be stressed enough is 
creating backups of data. Multiple backups, both 


on-site and off-site, that are checked and tested 
on a regular basis could mean the difference 
between an inconvenient system failure and 
destruction of all the data. Most software 
companies that store information in the cloud 
will have multiple backups in different areas of 
the country in case weather is a threat. In 
addition, by having data in the cloud, employees 
can access documents when they are off-site. 


It is also becoming prevalent for companies to 
perform penetration testing—basically hacking 
their own system or trying to gain access 
through mistakes made by staff. The weakest 
part of any cybersecurity system is always the 
human element. It’s easy for employees to go to 
a dangerous website or open an attachment 
because they are not paying attention or don’t 
realize they have been tricked. 


Issues can also arise by phishing, or someone 
pretending to use another person’s email to gain 
access or create an action. For example, an 
employee may receive an email from someone 
claiming to be the owner of the company or a 
supervisor asking them for help buying gift cards 
as a surprise and to email or text the gift card 
information. However, the requester is not part 
of the company and once the gift information is 
sent, the money is gone. 


Another issue can evolve around wire or 
electronic transfers. Through security 
compromise, a hacked email account is watched 
for wire requests. New instructions are sent, or 


possibly even a direct phone call, is made to say 
the wire information was wrong and to provide 
different wire instructions. A simple but good 
policy is that any wire instructions must be 
verified with a phone call prior to the sending of 
a wire and that the instructions are password 
protected. Another good policy is that no one 
may direct the purchase of any item through 
email. If the information is sent through email, it 
must be verified with a phone call. 


Life cycle 


Technology budgets have grown exponentially 
over the last thirty years. Many owners have 
complained about this ever-increasing expense. 
However, considering what can be 
accomplished, and how much faster and more 
efficient these systems can be, these investments 
typically yield an excellent return. 


It’s important to remember that with any 
investment, be it a computer or a hot water 
tank, there is a life cycle, and it will reach the 
end of its useful life. Technology typically has a 
much shorter life cycle than other typical real 
estate capital items. A roof will last thirty years, 
while a computer may last only thirty months. 


Operating systems, software, and hardware are 
all continuously being updated and evolved. All 
of these things need maintenance, just like a car. 
Failing to perform maintenance can introduce 
security issues, software bugs, and components 
that won’t work together. Therefore, it is 


necessary to budget not only for the initial 
investment but also for the maintenance and 
replacement at the end of the useful life. 


Technology doesn’t solve all problems—it needs 
to be used appropriately. Some people love 
technology. Early adopters want the latest and 
greatest thing out there. Some people hate 
technology; they shudder when new systems are 
forced upon them and resist using technology. 


Technology needs to be used appropriately. A 
careful analysis that determines the problem to 
be solved, or the goal to be achieved, will help 
determine the appropriate solution. It makes no 
sense to spend thousands of dollars on a system 
that only solves a hundred-dollar problem. Only 
when the cost of the solution is significantly less 
than the cost of the problem does going high- 
tech makes sense. 


Additionally, all costs need to be considered— 
not just the initial investment but also the 
ongoing maintenance, the life cycle, the training 
costs, and the time involved for everyone to get 
comfortable using the technology effectively and 
efficiently. One of the most draining situations is 
when a new system is implemented and users 
need to figure out which reports give them the 
information they need. It sounds simple, but one 
software’s delinquency report may give different 
information than another’s. Or in one software 
program, the report is called the accounts 
receivable report, and in another it is called the 
delinquency report. This takes time to learn and is 


extremely frustrating to an already busy staff 
member. 


Trends 


Property values are affected by the level of 
technology in the area and in the building. There 
is a public expectation of a minimum level of 
technology that meets the current and future 
needs of residents or tenants. The real estate 
manager must be receptive to determine which 
direction the future will lead. 


With the use of technology, public behavior 
changes and affects how real estate is managed. 
E-commerce expands the industrial sector with 
distribution centers while shrinking retail 
centers. Online delivery services reduce square 
footage requirements. As an example, a grocery 
store would not need to display as many goods 
for the customer and could warehouse stacked 
inventory with automated packing and delivery. 
Office building and residential management 
continues to evolve as a significant portion of 
the workforce works remotely following the 
COVID-19 pandemic. Residents, tenants, 
managers, and owners are able to access 
technology for optimal tasks such as virtual 
tours, meetings, security monitoring, calculating 
inventory, processing payments, and so much 
more. 


Generation Z has entered the workforce and is a 
more tech-savvy and educated resident and 
tenant base. They are attracted by free Wi-Fi, 


smart home tech, and charging stations for 
vehicles. Residents and tenants of the future will 
opt for more affordable yet functional homes. 
Although most plan to buy a home in the future, 
many people plan to be renters forever. 
Managers must continue to automate the leasing 
process while making living and working easier. 


Consumers and investors can search real estate 
for sale or rent online. This has been most 
popular with single-family and multifamily 
properties; however, commercial properties are 
also in the online arena. The most popular 
online marketplaces have been LoopNet and 
CoStar, but there are others entering the market. 
Buyers, renters, and sellers are able to save time 
with the spreading online exposure. Auctions 
have become popular, whereby an investor can 
bid online against others who are physically 
present. 


Tokenization 


Tokenization is a method to convert ownership 
rights in an asset into a digital token. The 
process of real estate tokenization involves 
converting a real estate asset into a token on the 
blockchain and putting it for sale. These tokens 
represent an interest in real estate or can work 
to raise capital for investment development. 
Blockchain is an unchangeable public ledger that 
ensures once a person purchases tokens, the 
person cannot delete the ownership, whether it 
is registered on the government-run registry or 
not. 


A portion of the market is shifting to 
tokenization for several reasons. One reason is 
the opportunity to transform real estate into 
tokens that can be transferred between parties, 
while adding safety and transparency. An 
investor can invest in a property located 
anywhere in the world. The investment is 
secure, fast, and easy on the blockchain. It 
eliminates intermediaries without the 
involvement of external entities and allows 
fractional ownership. Real estate is considered 
an illiquid asset; however, tokenization eases the 
transfer of commercial real estate ownership to 
make sales faster. 


Summary 


Technology has made real estate management 
more efficient and accessible. Property 
management software has integrated financial 
reporting, lease information, building 
information, marketing, online payments, 
document storage, resident/tenant screening, 
service requests, inventory management, and 
many other potential options. 


Technology is here to stay and will continue to 
grow in its uses and capabilities. Strong policies, 
proper maintenance, and thoughtful application 
will help real estate managers use technology 
appropriately to achieve ownership and 
management goals. 


Chapter 12: 
Residential properties 


Few aspects of real estate management are as 
complex and multifaceted as the residential 
sector. Residential, of course, includes both 
single-family (houses and condominiums) and 
multifamily (apartments and condominium 
associations). As a career, managing residential 
property offers some of the greatest 
opportunities simply because of the diversity 
and number of properties available to manage. 
It’s important to be prepared for the dynamic, 
ongoing evolution of what it means to manage 
real estate. This chapter specifically examines 
the details involved in managing residential 
property as opposed to other property types. 


Professional real estate managers provide 
services for the following residential property 


types: 


+ Multifamily housing (apartment 
buildings) 


e Government-assisted housing 
e Military housing 


e Common interest realty associations 
(CIRAs) 


* Condominiums 

* Cooperatives 

¢ Planned unit developments 
(PUDs) 


+ Single-family homes 


e Manufactured housing (mobile home 
parks) 


e Senior housing 
e Mixed-use developments 


+ Student housing 


Rental housing 


From high-rise buildings to single-family homes, 
rental housing is in use twenty-four hours a day, 
meeting the housing needs of all the residents. 
This continuous occupancy tends to increase the 
demand for highly skilled professional 
management, maintenance, and repair. When 
people rent a space, they expect management to 
provide specific services such as yard work, 
window cleaning, and snow removal. If service 
is inadequate for any reason, the property 
manager might inevitably become a 
representation of the problem to the resident— 
residents have an emotional as well as a 
monetary value attached to their apartments. 
For this reason alone, having superior customer 
service skills is essential in addition to 
proficiency in the administrative functions of 
managing residential properties. Because the 


rental income of the property is usually the basis 
for the real estate manager’s compensation, 
efforts must be focused on maintaining the 
highest levels of occupancy, without sacrificing 
the quality of the resident, the resident 
experience, and alignment with the owner’s 
goals and objectives. Satisfied residents are 
always more likely to renew their leases, and, in 
most instances, a renewing resident is the best 
outcome for the owner. Specific strategies, such 
as value-add real estate, may require re- 
tenanting a property in its entirety, as allowable 
by law. 


Management of residential property requires 
specific applications of the principles of real 
estate management already outlined in this 
book. The personal nature of the use of leased 
space makes special demands on the property’s 
staff. The following sections discuss 
characteristics of rental housing that make its 
management challenging, unique, and 
rewarding. 


Multifamily housing (apartments) 


Gone are the days when apartments were seen as 
nothing more than an affordable place to stay. 
Today’s renters have many options and are able 
to choose a site and location that best suits their 
lifestyle. Additionally, the apartment industry 
offers much more in terms of concepts, design, 
size, and features that appeal to every 
generation and need, whether it is somebody 
looking to downsize or the career-minded 


professional with concierge needs. Newer 
apartments usually have standardized floor plans 
and an abundance of amenities in the common 
areas of the building/property or within the 
units themselves. Technology is playing a much 
larger part in enriching the resident experience 
while simultaneously providing some operating 
efficiencies for property management. 


Although new buildings are generally more 
popular with renters, there are some renters who 
prefer a specific period architecture or “vintage” 
property type, especially in urban areas. 
Location, size, age, and amenities make every 
apartment building unique, and the challenge of 
managing those apartments is recognizing and 
accentuating the positive characteristics to 
create a more appealing residence and enhance 
the property’s value. For instance, older 
properties typically have larger floor plans and 
more parking, which is why the oversight and 
management involved in multifamily housing 
requires carefully selected, qualified on-site 
personnel who can execute the owner’s 
management plan and enforce lease terms. 


Apartment types 

With land values on the rise, many real estate 
developers are forced to explore high-density 
projects, especially in major cities. As developers 
build upward, this creates more high-rise 
buildings. Buildings ten stories and taller are 
considered high-rise buildings; however, the 
classification varies by region. Some larger high- 


rise buildings can contain hundreds of 
apartments and can house thousands of 
residents; they can also contain a variety of 
recreational amenities such as fitness and 
business centers, retail establishments 
(convenience stores, newsstands, etc.), office 
tenants, tennis courts, community rooms, 
swimming pools, saunas, and hot tubs. The 
availability of parking on decks or in 
underground garages connected to the building 
might be another amenity. Most high-rise 
buildings have a continuously staffed front desk 
or concierge, or they may have all-night 
attendants or security staff on duty when the on- 
site office is closed. Some high-rise buildings 
might include direct access to mass transit. 


Mid-rise apartment buildings, a type of multiple- 
unit development that has five to nine stories, 
exist in both cities and suburbs. These buildings 
may include the same types of amenities as high- 
rise buildings—some might have central lobbies, 
mailrooms, or fitness centers. Mid-rise buildings 
in urban areas usually do not provide parking, 
but their counterparts in small cities and 
suburban areas usually do. 


Low-rise buildings consist of one to four stories 
and may contain ten or more apartments within 
a single structure. Some have elevators; those 
without elevators are called walkups. 


Garden apartments, another type of low-rise 
building, are often located in suburban areas 
where land is comparatively less expensive and 


developers have more leeway—some garden 
apartment communities occupy from several 
acres to hundreds of acres. In some cases, a 
separate building may house laundry facilities, 
the management office, or recreational 
amenities. Appealing landscapes and quieter 
surroundings are part of the attraction of 
suburban garden apartments compared to a 
downtown, urban area. 


The two main factors in distinguishing different 
types of properties are (1) building height and 
(2) configuration. If land is relatively cheap, the 
developer can more easily construct shorter 
buildings and spread them out over a larger 
area. If land is expensive, developers construct 
taller buildings in order to get more apartments 
onto the land. The number of apartments in 
relation to the land area is referred to as density: 


Number of apartments + land size = density 


Apartment management 

The architectural design, construction, location, 
and size of multiple-unit apartment 
developments affect the complexity of managing 
them. For instance, high-rise apartment 
buildings include sophisticated elevators; 
centralized heating, ventilation, and air- 
conditioning (HVAC) equipment; and other 
systems that require specialized maintenance. 
Large garden complexes offer a different set of 
management challenges because they have more 
spacious lawns and separate systems and 
equipment in each of several buildings. Small 


apartment buildings usually provide few extra 
services and facilities and consequently are less 
management intensive. However, those 
structures are sometimes older, and their general 
maintenance may be more time consuming. In 
addition to the physical upkeep, the number of 
properties in a portfolio influences 
administrative time. If all the units in one 
building are owned by a sole proprietor, the 
preparation of an operations report on three 
hundred apartments may be a relatively light 
exercise. On the other hand, three hundred 
apartments in thirty individually owned ten-unit 
buildings will require nine additional reports in 
addition to any logistical challenges of managing 
multiple properties in multiple neighborhoods or 
markets. 


Conventional housing 


Conventional housing is not heavily regulated by 
the U.S. Department of Housing and Urban 
Development (HUD) or the Internal Revenue 
Service (IRS) and requires less paperwork. The 
application and renewal process are easier than 
with government assistance programs. This 
allows management to have more time to host 
resident events and focus on the facilities. Rents 
are set and maintained by whatever the market 
will bear. 


With a conventional lease, all roommates are on 
the same lease and have joint and several 
liability, which means that everyone is 
ultimately responsible for the entire lease 


amount, including any guarantors. 


Conventional loans are offered by traditional 
banks and lending institutions and can finance a 
duplex to several hundred apartments. They can 
be either fixed or variable rates over several 
years with competitive interest rates. 


Government-assisted housing 


When part of the rent payment or other 
considerations impacting rent comes from a 
governmental body, the residential type is 
considered government-assisted housing. In some 
cases, the interest rate on the mortgage is 
subsidized for some government-assisted housing 
types. Unlike conventional housing, subsidized 
housing has unique marketing and leasing 
requirements, some legislative and regulatory, 
due to the nature of the property type. Public 
housing, on the other hand, is generally owned 
and managed through a local or state 
governmental agency. As a rule, governmental 
housing subsidies are either resident or property 
based. 


Private investors usually own rental property in 
which a subsidy is provided. The common forms 
of real estate ownership—partnerships, 
corporations, and real estate investment trusts 
(REITs)—also apply to subsidized housing. The 
owner’s desire for a fair return on investment 
(ROD is the same as in conventional housing; 
however, a portion of the ROI in subsidized 
housing may result from additional tax 


advantages granted for (1) development, 

(2) leasing part of the property to residents 
eligible for housing subsidies, or (3) leasing to 
the local housing authority. Special loan 
arrangements involving lower debt service 
payments also increase the return, making the 
investment competitive with conventional 
housing. Another common arrangement is for 
the developers and investors—looking for a tax 
break—to build the complex and sell it to the 
housing authority or to a nonprofit (religious or 
charitable) organization that specializes in 
subsidized housing. 


The need for effective management for 
subsidized and public housing creates a demand 
for real estate managers who are skilled in 
balancing the interests of all the parties 
involved: 

* Owners 

e Governmental agencies 

e Residents who receive subsidies 

e Residents who do not receive subsidies 

e Citizens’ action groups 

e Resident associations 
In addition to understanding the principles of 
real estate management, one should thoroughly 


understand all of the applicable local, state, and 
federal regulations. For example, to continue to 


receive housing benefits, residents of subsidized 
housing must be recertified periodically by the 
real estate manager. When dealing with 
subsidized and public housing, it’s important to 
understand the role and structure of the 
governmental agencies involved and the way 
they must work within budgets that are limited 
because of lower rental income. Under most 
federal, state, and local housing programs, an 
extensive series of forms and reports must also 
be submitted, which is often time consuming. If 
the reports are improperly completed, the 
governmental agency will not send 
compensation until the reports are correct. 


Managers of subsidized housing have a 
specialization that extends beyond the ability to 
work with governmental agencies. Their 
interactions with residents are often more 
demanding than in other housing types because 
ensuring residents’ comfort has additional social, 
political, and fiscal dimensions. In subsidized 
housing, real estate managers must establish 
lines of communication to overcome a multitude 
of barriers—ethnic, economic, social, and 
linguistic. In addition to maintaining peaceful 
coexistence at the property, the improved 
relations that result from their efforts help the 
community and society at large. 


Resident-based rental assistance 

The Section 8 Housing Choice Voucher Program, a 
part of the Housing Assistance Payments 
Program, was authorized by the Housing and 


Community Development Act of 1974, which 
provides nationwide rental assistance to low- 
income families, seniors, and individuals with 
disabilities. Public housing agencies (PHAs), 
which receive funds from HUD, locally 
administer housing choice vouchers. 


The individual or family who receives a housing 
voucher is responsible for finding a suitable 
housing unit in properties that accept such 
vouchers. The PHA then pays the subsidy 
directly to the property owner on behalf of the 
participating renter. The renter pays the 
difference between the amount subsidized by the 
program and the actual rent charged by the 
owner—usually limited to 30 percent of the 
renter’s adjusted monthly income. In some cases, 
PHAs have extensive waiting lists of prospective 
renters for certain properties. The voucher 
program has provisions that outline resident and 
owner responsibilities. 


In addition to the traditional resident screening 
by property owners, HUD permits PHAs to 
screen applicants to define and verify acceptable 
documents, which is also a major challenge for 
real estate managers. To simplify this time- 
consuming task, the Enterprise Income Verification 
(EIV) system is extremely helpful. The EIV 
system is a federal database that provides the 
information needed to verify a resident’s income 
—federal wages, quarterly unemployment 
compensation, monthly Social Security, and 
supplemental security income benefits. In 2010, 


HUD mandated that owners and agents use the 
system to reduce subsidy errors. Because the EIV 
system is closely monitored and protected by the 
Federal Privacy Act, it can only be used by 
authorized persons; it requires a signature 
agreeing to the rules and strict accessibility 
guidelines, ensuring the privacy of information. 


A PHA may choose to use up to 20 percent of its 
voucher funding to implement a project-based 
voucher program to provide rental assistance for 
eligible families who live in specific housing 
developments or units. After one year of 
assistance, a family may move from a project- 
based voucher unit and switch to the PHA’s 
resident-based voucher program when the next 
voucher is available—meaning that the resident 
can choose where they live. A PHA may commit 
to pay project-based assistance for a term of up 
to ten years, subject to availability of funding 
from HUD. In some locations, a PHA payment 
standard (the amount paid by the housing 
authority from the federal subsidy received 
through HUD) will not support the asking rent of 
an apartment home. This is especially 
concerning for owners who like to work with the 
Section 8 program but are forced to subsidize 
the difference between their asking rent and the 
PHA payment. 


Project-based rental assistance 

Section 8 Project-based rental assistance is also 
available directly from HUD. With this program, 
HUD makes up the difference between the rent 


that a very low-income household can afford and 
the approved rent for an adequate housing unit 
in a multifamily project. Eligible renters pay rent 
based on their income. HUD originally provided 
such project-based assistance in connection with 
new construction or substantial rehabilitation of 
existing structures. In addition to these Section 8 
programs, many other federal housing programs 
exist. For example, the Section 202 and Section 
811 programs cover supportive housing for 
seniors and the disabled, respectively. The U.S. 
Department of Agriculture, Rural Development, 
administers other housing programs that might 
include rental assistance for those who meet 
their qualifications. 


Federal housing programs are often subject to 
the availability of funds, and the government 
may modify requirements for participation—by 
property owners and low-income residents— 
from time to time. In some cases, certain 
programs could be discontinued, but aspects of it 
do not change immediately because of the long- 
term commitments involved. 


Low-Income Housing Tax Credit (LIHTC) 

In 1986, President Ronald Reagan signed into 
effect the Tax Reform Act of 1986. This marked 
the birth of the federal LIHTC program. LIHTC is 
a program to incentivize developers and 
investors to provide low-income housing. 
Without the tax credits, profits aren’t sufficient 
to warrant the investment. The owners must 
keep the units rent-restricted and available to 


low-income residents. Management is 
responsible to determine resident eligibility, 
calculate assets and income, and recertify 
annually. The program places great emphasis on 
compliance. As a result, the management 
companies who choose to include LIHTC in their 
portfolios typically employ a compliance 
director or department to review resident files 
and income certifications to ensure compliance 
with the state or local agency’s agreement. 


Military housing 

In 1996, the Military Housing Privatization 
Initiative (MHPI) bill was passed to help the 
military improve housing conditions for their 
service members. The fundamental goal of the 
legislation was to partner with private-sector 
financing, expertise, and innovation to provide 
necessary housing faster and more efficiently. 
With the military housing privatization act, the 
Department of Defense (DoD) provided 
safeguards against any disruption in the flow of 
rental payments in the event of base closure, 
downsizing, or deployment. Owners participate 
in a fifty-year program before ownership is 
transferred. 


Military personnel receive a stipend for housing 
called the Basic Allowance for Housing (BAH). 
This BAH may be used at converted military 
housing or conventional housing, so owners and 
management must keep rents competitive, 
maintain the property, and complete capital 
improvements. When private housing is created 


or converted on the site of the military post, the 
BAH is released directly to the housing manager. 
Unlike civilians, military personnel cannot 
voluntarily end their employment, but they can 
be redeployed as the need arises. In a time of 
war, deployment from the base may sorely 
challenge the real estate manager’s ability to 
turn over the residences for new prospects. This 
market offers many unique challenges and 
rewards but not without its share of unique 
operational issues. 


Senior housing 


As people age, housing that suits their needs and 
lifestyle becomes increasingly important. Many 
considerations influence the type of senior 
housing—some retirees are more concerned with 
social and recreational activities while others 
might require more hands-on medical care. 
Housing options range from aging in place to 
full-scale assisted living. Of course, many 
alternate housing choices are available between 
the two extremes. When residents age in place in 
conventional rental housing, real estate 
managers are usually confronted with a 
changing occupant profile, which would require 
spending more time with the residents, altering 
the building services or building components, 
and being more aware of services within the 
community. Purpose-built senior housing 
requires managers, their vendors, and their 
partners to broaden their skill set to include 
knowledge of recreational amenities, food 


service, transportation options, and social, 
psychological, and medical services. 


There are two primary types of senior housing 
communities: (1) regular rental spaces and (2) 
continuing care retirement communities (CCRCs), 
also known as buy-in communities. Both types of 
senior housing are designed for healthy seniors 
looking for security and living an independent 
lifestyle. However, residents of CCRCs typically 
pay a substantial entry fee—usually a six-figure 
amount—which establishes an ownership 
interest in a community with available nursing 
services. In addition to the entry fee, a monthly 
service fee (in essence, rent) is paid by the 
resident for services rendered by the community. 


Regardless of the types of senior housing 
communities, managing these establishments 
involves a greater diversity of services and 
greater interaction with residents and their off- 
site families. For the most part, offering a variety 
of amenities and services keyed to seniors’ needs 
is likely to attract and retain a growing, stable, 
and appreciative category of residents. 
Associations such as the National Investment 
Center for Seniors Housing & Care (NIC) offer 
valuable resources for real estate managers 
working in senior housing. NIC provides 
research, data, and various publications for this 
growing market. 


Student housing 
In the past fifteen years, a niche has developed 


in the student housing market—luxury student 
housing. These newer developments, 
characterized by high-end amenities and high- 
priced rents, are located just off campus but 
close enough to serve as student housing to 
neighboring campuses. These properties try to 
provide some aspects of dorm life without the 
parental tone by hosting social and student- 
oriented events. 


The types of amenities available for these 
developments include resort-like swimming 
pools with cabana and lounge, high-speed 
internet, fitness centers, gaming rooms, large 
clubhouses for socializing events, laundry 
services, and hard surface countertops in 
kitchens such as granite or quartz. Some student 
housing is rented by the bed, rather than the 
unit, and strangers are placed together as they 
would be in campus dorms. For example, a 
typical unit has three to four beds with each bed 
priced from around $925 to $1,335 per month, 
including utilities. This type of housing presents 
a new set of challenges for real estate managers 
who must manage through the fact that most of 
the leases will expire in the same month (also 
known as “the turn”) while marketing the 
buildings to multiple audiences (parents and 
students alike) through multiple channels, while 
still providing exceptional customer service. 


Another challenge is appealing to a greater 
number of audiences other than the final name 
on the lease. There are three constituencies: (1) 


students, (2) parents, and (3) college 
administrators. The manager must be creative in 
promoting the property in a manner that appeals 
to its renter base. Using social media to publicize 
the property is a good starting point and it is 
important to understand that the parents’ buy-in 
is just as important as the students’. Parents will 
want to get a sense that the building is safe, 
secure, and clean while students will want to 
feel like they can be productive (socially and 
academically) while living there. 


Establishing connections with local colleges and 
universities is essential. Once their support is 
gained, it’ll be easier to attract residents through 
their housing offices, which often provide off- 
campus housing options to students. Due to the 
nature of the luxury status of student housing, 
it’s essential to respond quickly to maintenance 
requests while creating an environment that 
enriches students’ learning experience. Most 
properties provide a twenty-four-hour 
turnaround in fixing any issues on the property 
and quiet hours to ensure that students can 
study and rest. Managing properties catering to 
students requires patience, creativity, and 
resourcefulness. 


Selecting qualified residents 


When selecting qualifying prospects for 
residency, many responsibilities are involved. 
Before establishing a lease—regardless of the 
housing type—the following questions should 
always be asked about the prospect: 


* Do prospects have sufficient resources 
to pay rent and their other financial 
obligations? 


e Will they respect the privacy and 
property of others? 


e Will they maintain the rental space? 


The answers to these questions are usually 
provided on a rental application form (Exhibit 
12.1). With the exception of financial or even 
criminal background data, verifying some of this 
information may be difficult. Inquiries 
pertaining to prospective residents’ behavior 
must be made cautiously and without any bias— 
a decision that can be perceived as 
discriminatory can lead to liability. 
Understanding local, state, and federal fair 
housing laws is of the utmost importance in 
selecting residents. Resident selection will be 
discussed in more detail later in this chapter. 
However, whether state law requires it or not, 
it’s a good management practice to inform 
residents of the items for which they will be 
screened, prior to the screening itself. If a 
screening fee is required to cover the cost of the 
resident screening, some state laws require that 
property management provide prospects with 
written criteria first so they will have an 
opportunity to decline or accept the application. 


Fair housing laws 
Because the adoption of the Fair Housing Act in 


1968, HUD has held a lead role in its 
administration. Today, fair housing laws at all 
levels—federal, state, and local—effectively 
prohibit housing discrimination on the basis of 
race, color, nationality, sex, religion, age, family 
status, or mental or physical handicap. Some 
municipalities or states may include additional 
protected classes. It is unlawful to refuse or fail 
to show an apartment, to supply rental 
information (e.g., rates), or to rent an apartment 
because of an applicant’s protected status. It is 
also unlawful to impose different terms or 
conditions, such as extending different privileges 
in regard to the rent of an apartment or in 
providing services based on a resident’s 
protected class. 


The interpretation of fair housing laws has been 
strict—partly because few people overtly say to 
a prospective renter, “I will not rent this 
apartment to you because. . .” Even an 
unwitting breach of the law can result in a 
discrimination lawsuit—an event that can end a 
career and result in a substantial monetary fine. 
One of the most common discriminatory 
practices involves steering, which includes 
dissuading a prospect who inquires about 
available property from living at a particular 
site, encouraging a prospect to look elsewhere, 
or withholding known vacant spaces from a 
prospect. 


Exhibit 12.1: Information requested on a rental 
lication form 


and apartment number) 


+ Rental rate (dollars per month) 


° Duration of the lease term (if applicant 
approved) 


—or federal individual tax identification 
number (ITIN)—of principal applicant 
(and all adults who will sign the lease) 


Name(s) of all other occupants, 
including minor children 


+ Name and phone number of current 
property owner or manager, and the 
address (if different from applicant’s) 


° Duration of current tenancy and rent 
amount paid 


+ Reason for moving 


name and contact information), job 
title, years with the company, 
immediate supervisor(s), and salary 


+ Institution names and account numbers 
for bank savings and checking accounts, 
credit cards or charge accounts, and 
other outstanding loans, such as car 
payments or student loans 


+ Whether the applicant has ever filed 


application is completed (e.g., for 
processing the credit check) and their 
refundability 


A statement of authenticity of all 
information provided and authorization 
to verify it—including credit and 
criminal background checks 


+ Applicant signature 


* Spaces for initials of staff who process 


uniformity of information requested from each 
applicant, avoids the possibility of discrimination, 
and facilitates verification of the data for a rental 
decision. 


jurisdiction, so check with the state and local 
ordinances or consult with an attorney before 
establishing occupancy standards or guidelines. 
Once the occupancy standards are established, 
they should be uniformly applied as a standard 
to all applicants. It’s important to maintain 
consistency in all phases of relationships with 


prospects and residents, especially when 
upholding the spirit of the law. 


When preparing the lease, it’s important to 
understand the difference between a private 
occupancy restriction and a local building code. 
Most cities have local building codes that impact 
occupancy standards; however, building codes 
may not be appropriate and should not be relied 
on for setting a proper private housing 
occupancy standard—as they are customarily 
used in determining occupancy for single rooms 
and studios. In addition, while many state and 
local fair housing enforcement agencies try to 
persuade housing providers to adopt occupancy 
policies that may allow more than two persons 
per bedroom, most of these agencies are not 
acting pursuant to any established law. Always 
be aware that those states may accept familial 
status complaints based on a two-person-per- 
bedroom limitation, and be sure to check with 
an attorney to avoid a familial status complaint 
based on occupancy standards. 


Fair housing law also applies to marketing 
materials. Advertisements should never include 
words or images that indicate or imply any 
limitations or preferences in the rental of 
apartments—or sale or other transactions related 
to housing. Some state and local jurisdictions 
may publish lists of words those rental 
advertisements may not use. As a rule of thumb, 
describing the specific property being rented, as 
opposed to the type of resident being sought, is 


an acceptable policy for such advertisements. 
For example, it is acceptable to state that this is 
a nonsmoking building, but it cannot be 
advertised that only nonsmokers are welcome. 
Additionally, it may be interpreted that having 
policies against certain behavior directed solely 
toward children can be discriminatory. For 
instance, posting a sign that says “No children 
allowed on the lawn” could be discriminatory 
against familial status. If the lawn is a concern, 
the sign should simply state, “Please stay off of 
the lawn,” and it should apply to all residents. 


Fair housing laws are always subject to change, 
particularly as states and local jurisdictions 
enact their own rules and courts adjudicate 
discrimination lawsuits. Local requirements are 
often more stringent—they may include 
additional protected classes (e.g., sexual 
orientation)—and the most stringent law in 
place is at the local level. Two ways to remain 
informed on these important laws are to (1) 
consult with an attorney and (2) read on the 
subject of fair housing.1 Because these laws are 
constantly being expanded, real estate managers 
are responsible for staying up to date on the 
local, state, and federal fair housing laws. 


Rent-paying ability 

A prospect’s past payment record, sources and 
amount of income, and level of indebtedness are 
the main considerations in determining rent- 
paying ability. The amount of rent as a 
percentage of the individual’s income is not by 


itself a definitive indicator of an individual’s 
ability to pay rent; however, some property 
management companies will have a rent-to- 
income ratio requirement within the application 
qualification criteria. The size of a household 
cannot be utilized to determine whether a 
prospect will have the ability to pay rent. 


Most occupants of rental housing pay their rent 
from current income. Use of reserves or proceeds 
from financial investments is not common. The 
resident who loses a job may soon be unable to 
pay the rent because they do not have enough 
cash in reserve to meet living costs for an 
extended period. In times of financial difficulty, 
some real estate managers accept proof of 
significant assets. 


Income sources 

Examining prospective residents’ sources of 
income to verify their ability to pay rent is fair 
and necessary. Factors to consider are the length 
of time a worker has been in a position with a 
company, the amount of income and frequency 
with which it is paid, and the nature of the 
employer’s business. Individually, these factors 
may not qualify or disqualify a prospect, but 
taken together, they can be a good indicator of 
personal financial strength. 


+ Duration of employment. The longer 
someone has been in a position, the 
stronger the probability of the 
prospect’s job security. 


+ Amount of income. Although the 
amount of rent as a percentage of 
income can be used to estimate the 
prospect’s ability to pay the rent, that 
is not the only deciding factor. In 
addition to wages or salary, ask the 
prospect about other financial 
resources (e.g., alimony, child support, 
bonuses, or commissions). 


e Nature of the business. The changing 
economic climate from decade to 
decade proves that there are no 
guarantees for job security—anyone 
can be laid off at any time. Because the 
prospect most likely works in or near 
the community, basic information 
about the company and its reputation 
is easily available. 


Review of these factors may cast a favorable 
light on a prospect, but none of them indicate 
whether the prospect manages money wisely. A 
large family with limited means may be very 
frugal, while someone with a large income and a 
secure position might not. Just as verification of 
sufficient income is important, so is checking the 
applicant’s payment record for loans and 
revolving credit programs. Regular and timely 
payments signify responsibility and ability to 
manage money. 


Credit reports 
Real estate managers generally hire credit 


bureaus or consumer reporting agencies to 
conduct the financial investigation of an 
applicant. The resulting credit report includes 
information on bank accounts, credit card debt, 
outstanding loans and judgments, and 
bankruptcy filings that can help determine how 
much of a prospect’s income is already 
committed. Credit bureaus give individual 
consumers a credit score based on their credit 
activity. Many real estate management firms 
require that prospects meet a minimum credit 
score in order to qualify for a lease. Businesses 
are willing to provide a reputable credit bureau 
with accurate information because they may rely 
on the credit bureau for information themselves 
or they may foresee a use for the service. A 
credit bureau with a reputation for maintaining 
confidentiality knows precisely what to ask 
without inadvertently requesting information 
that cannot be shared. Keep in mind that using a 
third party to check credit shifts the real estate 
manager’s responsibility at lease initiation. 


Regardless of how the information is acquired, 
the Fair Credit Reporting Act (FCRA) requires that 
the prospect be advised that their credit is being 
checked. A standard rental application form 
usually includes a statement that the prospect— 
by signing the form—authorizes the property 
owner to verify the information provided. The 
FCRA also requires written authorization to 
investigate any other aspect of the applicant’s 
background—for example, occupancy history, 
employment, and criminal record. Applicants 


who are rejected based on a negative credit 
report must receive written notification of the 
adverse action. The letter must include four 
major areas: (1) provide names, addresses, and 
phone numbers of all consumer credit reporting 
agencies that provided information; (2) inform 
that agencies only provided information and 
were not involved in the rental decision; (3) 
advise the applicant of their rights to obtain 
additional information from the credit reporting 
agency; and (4) provide a consumer statement 
describing their position. 


Respect for property and neighbors 

Real estate managers are permitted to inquire 
about a prospect’s rental history—whether they 
maintained the properties in which they lived 
and displayed the required respect for the “quiet 
enjoyment” of the neighbors with whom they 
shared the dwelling. However, that is difficult to 
verify. The information is usually beyond the 
scope of a financial investigation, although other 
local firms may be engaged to perform such 
background checks. Such firms may also scan 
public records for evidence of evictions and 
checks returned because of insufficient funds. It 
is extremely important not to invade a prospect’s 
privacy. 


Length of residency can also be considered. 
Long-term occupancy may indicate that the 
prospect is dependable. Keep in mind, however, 
that in an active market with substantial new 
construction, a succession of moves may only 


indicate a prospect’s search for the best rental 
deal. 


In 2016, HUD provided revised guidance on 
utilizing criminal background checks in 
determining a prospect’s ability to lease an 
apartment. HUD determined that criminal 
checks could result in disparate impact to 
minorities and violation of fair housing laws. 
HUD suggests considering credit and other 
qualifying criteria before evaluating criminal 
history. It is important to seek internal or 
external legal counsel to ensure that the current 
screening policy in place is in compliance with 
all applicable local, state, and federal laws. 


Other laws that affect residential rentals 


+ Americans with Disabilities Act (ADA). In compliance with the ADA, residen- 
tial rental properties must have certain public accommodations in their design 
and construction such as curb ramps, parking access aisles, elevators and lifts, 
or a combination of these elements. 

+ Residential Lead-Based Paint Hazard Reduction Act. For apartment buildings 
constructed before 1978, it is a requirement to give renters (1) a disclosure form 
detailing the presence of lead-based paint, (2) a government pamphlet on lead 
paint hazards, and (3) a copy of any existing reports that describe lead paint 
hazards at the property. 

+ Megan's Law. The sexual assault and murder of seven-year-old Megan Kanka 
in 1994 sparked the federal government's enactment in 1996 of House Reso- 
lution 2137 (called Megan's Law), which requires disclosure to the public of the 
presence of convicted sex offenders (names and addresses). This information is 
available through the local police department and online (nsopw.gov). 

+ USA Patriot Act and Executive Order 13224. Executive Order 13224 of the 
Patriot Act prohibits any business, including real estate professionals, from 
entering into business relationships (e.g. leases) with entities identified on 
the Specially Designated Nationals and Blocked Persons List (SDN). The order 
applies to both residential and commercial properties. 


Rental agreement 


The lease protects the resident’s as well as the 
property owner’s interests. In an attempt to 
dispel any negative connotations of the word 


lease, management firms sometimes call a 
residential lease a rental agreement. The lease for 
any rental property is based on the intended use 
of the space and any special provisions for that 
usage. Residential leases by nature are not 
complicated, but they must include certain 
provisions and clauses discussed in the following 
sections. Some states require residential leases to 
be written in “plain language” because they 
might require preapproval of the lease, and 
violators may face stiff penalties. 


Printed lease forms include specific clauses that 
define the leased space, govern the payment of 
rent and handling of security deposits, and state 
the responsibilities of and the relationship 
between the property owner and the resident. 
These forms usually include various protections 
for both parties. 


Parties to the lease 

The lease should state that all of the signers are 
responsible for paying the rent and fulfilling the 
lease agreement. In some situations, such as 
college student housing, having unrelated 
individuals sign separate leases may be 
appropriate. While having multiple leases for 
one rental unit may seem cumbersome, it 
facilitates changes in occupancy. Having an 
individual lease for each roommate makes it 
easier to evict one resident who is irresponsible 
or behind in paying rent. That arrangement also 
prevents friends of the residents from becoming 
long-term guests. 


Lease term 

While no standard lease term for residential 
property exists, one year is the usual period; six- 
month or month-to-month terms are also 
common. The length of the term is often based 
on what is popular in a given market, and rental 
rates may vary based on the term. In most 
markets, a written lease that lasts at least one 
year covers residential units that command high 
rents. 


Establishing the term of the lease has advantages 
and disadvantages. When a lease is signed, the 
rent is probably the highest the market will bear 
at the time for the space leased. If market 
demand rises during the lease term, the owner 
has essentially undersold the space. If the market 
declines, the resident has agreed to a rent that 
may exceed the rate for comparable space. 


Other circumstances may also justify a modified 
lease term. For example, a prospect who needs 
to find a place to live during the winter and an 
owner who wishes to fill a vacancy during that 
period are both limited in their options because 
little turnover occurs in winter, especially in 
northern regions. If a qualified prospect is found, 
a sixteen- or seventeen-month lease may benefit 
both the owner and the resident even though the 
period is unusual. The longer lease term would 
preclude the unit becoming vacant the following 
winter, and it would protect the resident from 
having to move again in the cold. 


Condition of premises 


Prior to a resident’s moving into an apartment, a 
statement of condition reflects what a real estate 
manager and resident note during their 
inspection. Incidental damage may be noted so a 
new resident will not be charged for it on move- 
out. Some residential leases spell out the 
resident’s responsibilities for maintenance within 
their leased premises—for example, cleaning 
carpeting once a year, keeping appliances clean 
and in working order, and not keeping 
hazardous substances other than appropriate 
cleaning aids. 


The statement of condition also includes 
information about what charges for damage the 
management will assess at move-out and what it 
considers to be normal wear and tear. The 
overall purpose of the statement of condition 
establishes the state to which the resident is 
expected to restore the apartment at the time of 
move-out in order to receive their full deposit 
without offset. 


Nonrefundable fees 

Depending on state law, some properties allow 
the collection of cleaning 

and move-in fees that help offset the expenses 
incurred for turnover. If 

this fee is charged, some states require that an 
itemization be provided to 

the resident detailing how the fee was used (or 
will be used). On the other hand, some residents 
think because they paid a cleaning fee, they can 
leave the apartment in worse condition than 


they ordinarily would. While such 

fees may cover the cost of turnover carpet 
cleaning or other turnover expenses, there can 
be an inherent list of dos and don’ts that come 
with them as well. 


Pet policies 

Regardless of the property owner’s decision to 
allow pets in the units, a pet clause is necessary.2 
The lease can establish thorough guidelines that 
specify what’s allowed and what’s not. 
Alternatively, pet policies may be stated in a 
separate pet agreement that the pet-owning 
resident signs, or the policies may be listed in 
the resident’s handbook. The provisions in a pet 
agreement may just reiterate local ordinances, 
but if they are a stipulation of the lease or of 
house rules, they are easier to enforce. 
Guidelines often set limitations on the type, size, 
and number of pets allowed—requirements 
should be listed for damage deposits, use of 
leashes, and cleanup of animal wastes—and 
reiterate legalities related to licensing and 
vaccinations (Exhibit 12.2). 


Exhi ping 
Type and size of pet. State the type of animal and 
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Pet registration. Require the pet owner to register 
each pet with the manager of the property. This 
links a specific pet to the deposit and verifies the 


take extra care with their animals and not allow 
them to roam, state that all dogs must be kept on a 


animals have appropriate vaccinations and 
licensing as required by law. Neutering or spaying 


renters insurance that includes liability coverage. 
For example, dog bites may be covered but not 
other animal-related injuries, and property damage 


areas of the property, such as a designated dog- 
walking area with signage. 


of monthly “pet rent” that has been established 
for each pet, which essentially allows owners to 
collect a premium for the inevitable wear and 
tear that a pet can cause on an apartment. 
Although a pet policy may appear harsh when 
itemized and listed in an agreement, remind the 


resident that these measures are similar to 
advice given by pet associations and humane 
societies. In addition to protecting the owner’s 
property, these policies safeguard the pet and 
protect all residents of the property. 


As a reminder, an assistance animal, whether a 
service animal or emotional support animal, may 
not be treated as a “pet.” An additional deposit 
or rent may not be charged for documented 
assistance animals. 


Right of entry 

The resident is entitled to quiet enjoyment of their 
leased space, free from disturbances by others 
and by the management. However, the property 
owner is granted the right to enter an occupied 
apartment to make repairs, provide agreed-upon 
services, and show the apartment to prospective 
residents and others—subject to certain 
limitations, which should be specifically stated 
in the lease. For ordinary repairs, obtain written 
permission to enter the premises; notification 
requirements may be prescribed by law. In case 
of emergency, the property owner can enter 
regardless of whether granted admittance. Real 
estate managers typically inspect apartments to 
review maintenance issues, to ensure the proper 
functioning of smoke alarms, to perform 
preventive maintenance, and to check the 
overall cleanliness of the apartment at least once 
or twice per year. Frequent inspections that lack 
a specific purpose could be construed as 
harassment, which violates the resident’s right to 


their quiet enjoyment of the property. 


Subleasing 

In certain cases, prospects request inclusion of a 
transfer clause that allows the resident to break 
the lease without penalty in case of a job 
transfer. If that is the case, request 
documentation from the resident’s employer to 
that effect. On the other hand, a prospect who is 
renting while also looking to buy a house may 
ask for a home purchase clause that similarly 
allows the resident to break the lease in the 
event a purchase transaction is closed before the 
lease term ends.3 


The lease may also contain a sublet clause, which 
states that in order for the resident to vacate the 
premises before the end of the term, the resident 
must find a suitable replacement to sublet the 
space for the remainder of the lease obligation. 
The replacement resident must be approved and 
the resident or the subtenant must pay for the 
credit check. In the event of a job transfer, the 
employer may use its resources to help find a 
subtenant, or it may pay, on the employee’s 
behalf, a negotiated penalty for breaking the 
lease without finding a subtenant. If the 
subtenant defaults, it’s the responsibility of the 
original resident to pay for the remainder of the 
lease. 


Services and utilities 

Residents are usually responsible for payment of 
utilities, such as gas and electricity, for which 
the utility provider bills them directly. The lease 


should state specifically what utilities are the 
resident’s responsibility. This is especially 
important if residents pay for their own heat, 
water, and sewer. If some utilities are charged to 
the property owner, such as a boiler providing 
heating for the entire building, a system for 
prorating such expenses—based on apartment 
square footage or some other generally 
acceptable formula—may be implemented. Some 
residential properties include utilities in the 
rent.4 


Rules and regulations 

To guarantee the safety and protection of 
residents, their rights, and the physical integrity 
of the property, a set of rules and regulations 
should be distributed to residents in the form of 
a resident’s handbook. In addition to reiterating 
information from the lease, the resident’s 
handbook states specific policies regarding trash 
disposal, laundry room, common area amenity 
use, and permissible or prohibited furnishings. 
To encourage residents to abide by these rules, 
residents should sign a form accompanying the 
handbook stating they understand the rules. The 
lease should also contain a clause stating that 
the resident understands and will abide by the 
house rules. To make the house rules more 
acceptable, they can be called policies rather 
than rules and regulations—positive statements 
are more readily accepted than a list of what is 
not allowed. Certain items that are not covered 
specifically as lease provisions should be listed 
in an addendum and incorporated into the lease 


by reference. 


Insurance 

A clause in the lease will address renters 
insurance. The contents of the residence are not 
covered under the owner’s policy. Some first- 
time renters will not be aware of this, and the 
clause will help clear up any misunderstandings. 
With the rising cost of insurance premiums and 
increasing deductibles, owners typically require 
that residents carry liability insurance to cover 
any building damage when it is the fault of the 
resident. 


Compliance with landlord-tenant laws 

Most if not all local jurisdictions have laws that 
affect the rights of residents. Known collectively 
as landlord-tenant laws, they state the rights and 
obligations of owners and residents and detail 
what either party can do if the other does not 
comply with the lease or the law. Landlord- 
tenant laws usually govern issues that the lease 
clauses or policies for the property address. In 
particular, they define habitability, regulate the 
handling of security deposits, set the maximum 
late fee, state provisions and requirements for 
subleasing, explain insurance requirements, and 
specify procedures for eviction. 


Certain locales also have rent control laws that set 
a maximum on the amount of rent that an owner 
can charge or the maximum allowable increase 
on renewal or both. Rent control is a concept 
that some metropolitan areas see as a way to 
maintain affordable housing, but it does not 


benefit owners or residents over the long term. If 
rent is held below what the market will bear, the 
income of the property may not be adequate to 
maintain it properly. The result will be a greater 
concentration of poorly maintained residential 
space; properties that are not maintained lose 
value. Depressed property values reduce 
municipal income because of the lower real 
estate taxes they yield. Because it reduces or 
precludes the potential for financial success, rent 
control also discourages new construction. 


Typical information listed in the resident’s handbook 

In general, the resident's handbook should be useful and welcoming. Information 
about the neighborhood such as schools, shopping, public transportation stops, 
and places of worship will help orient newcomers. Other appropriate additions 
might be sources for personal services such as salons, dry cleaners, nearby 
restaurants, cinemas, and amusement parks, along with local social service 
agencies. The following lists the general items listed in the handbook: 


+ Limitations on occupancy by visitors and persons other than those named in 
the lease 

+ Limitations on parking by residents and visitors 

+ Limitations on particular furnishings (such as aquariums and water beds) 

+ Use of laundry room, pool, gym, etc. 


+ General upkeep the resident should perform, such as replacing light bulbs 
when necessary 


+ Contact information for emergency maintenance 

+ Utilities that are the residents’ responsibility 

+ Insurance residents are expected to carry 

+ Map of exit routes for evacuation procedures 

+ Notice of renewal, nonrenewal, or termination of the lease 

+ Inspections of the unit before move-in and after move-out 

+ The right and conditions of the property owner(s) to enter residents’ premises 
with or without notifying them 

+ Subletting rules 

+ Grounds for eviction 

+ Other limitations on residents’ actions 

The handbook can also include information regarding proper care of built- 

in appliances such as ovens, refrigerators, air conditioners, furnaces, or 

thermostats. Such instructions can avert damage or minimize wear on 

the appliances. Other suggestions, particularly those pertaining to energy 

conservation—replace air-conditioner filters regularly, keep windows and doors 

closed in the winter, or when to operate the air conditioner in the summer—will 

reduce the resident's utility bills or the owner's expenses for master-metered 

fuel. 


Rental forms and other resources 

Local associations like the Institute of Real 
Estate Management (IREM) or the National 
Apartment Association (NAA) exist in most 
states. These associations may provide rental 
housing forms that comply with the latest and 
most up-to-date landlord—tenant laws in the 
area. Certain forms, such as regular leases, 
screening criteria, lead-based paint pamphlets, 
pet policies, and late notices, can be purchased 


in bulk and used as main forms for the property. 
Some allow these forms to be completed online, 
with a subscription service, which eliminates the 
need to purchase a stock of forms that may later 
be out of date when new laws or regulations are 
implemented. Either way, associations do most 
of the legwork to help eliminate the need to 
create or monitor such forms for their legality. 


Resident retention 


There are many creative ways to have a strong 
resident retention program through a solid 
marketing strategy that might have been 
established for a new residential property or for 
a new initiative when taking over an existing 
property. Along with having good resident 
relations and maintaining great upkeep on the 
property, gaining lease renewals is the ultimate 
goal. 


Lease renewals 

Residents whose leases are nearing expiration 
should be contacted two to three months before 
the expiration date. Some real estate managers 
send out a new lease, while others simply send a 
renewal notice stating any specific changes in 
the terms and conditions of the prior lease, such 
as the rent amount. Hand delivery of a renewal 
lease or a follow-up visit is a way of showing 
residents through personal contact that their 
tenancy is valued. In some municipalities, 
mailing the notice may also be required. 
Personal interaction with a resident does not 
have to be limited to lease renewal time. 


Frequent but respectful interaction with 
residents almost always results in a more 
positive experience for both parties, making the 
renewal process more pleasant and meaningful. 


Unit improvements 

Even though residents generally anticipate a rent 
increase, they may protest it. Because of the 
potential for reaction, focus on lease renewal as 
the time to improve the unit. Upgrading is a 
sound business practice and can be an incentive 
for the resident to renew. Upgrades can include 
items such as new appliances or painting a few 
rooms. In fact, improvements might actually be 
necessary to keep the unit competitive in the 
market if the resident does not renew the lease. 
It is imperative to abide by fair housing laws, 
which require equal treatment of all residents. If 
a resident living at the property for over ten 
years receives some level of improvement, then 
other residents with the same tenure should 
receive similar treatment upon their renewal. 
The following lists three main benefits to 
improving a unit as part of a lease renewal: 


1. Good resident relations. Even if the 
improvement is not necessary for the 
resident to commit to a new lease, the 
extension of goodwill strengthens the 
relationship with a good resident. If 
the improvement alone wins the 
renewal, it is most likely a cost- 
effective means of keeping the unit 
leased. The cost is usually equivalent 


to or less than one month’s rent. If the 
improvement averts a rent loss 
because of temporary vacancy, it also 
averts the expense of advertising and 
marketing. Always remember that 
residents are customers—they are 
more likely to stay if they have a 
good relationship with the staff. 


. Increased property value. A 
comprehensive program of individual 
unit improvements increases the 
value of the property as a whole, 
which may lead to higher income 
both in the short term and in the long 
term. The investment may increase 
the resale value of the property by 
much more than the actual cost of the 
improvements. In the short term, this 
can help to save on turnover expense 
and vacancy loss as well. 


. Tax benefits. Apartment upgrades 
can be tax deductible in one of two 
ways. An improvement that will 
increase the value of the property and 
will endure for more than one year 
may be depreciable over several 
years. On the other hand, the cost of 
repairs done to preserve the integrity 
of the property may be deductible as 
an operating expense for the year in 
which it is paid. 


Common interest realty 
associations 


Properties in which individuals own dwellings, 
along with a shared interest in so-called common 
areas, are called common interest realty 
associations (CIRAs). Examples are 
condominiums, cooperatives, and planned unit 
developments (PUDs). Managing CIRAs is 
different from managing residential rentals 
because of the ownership structures involved. 


Condominiums 


A condominium is a multiple-unit residence in 
which the units are individually owned. The 
word condominium literally means “joint 
dominion,” where the domains (homes) are 
arranged together in a single property. An 
individual who owns a unit in a condominium 
development actually owns the space bounded 
by the floor, walls, and ceiling of a particular 
unit (or townhouse) but does not own the land 
that it sits on or the exterior of the building. 


Managing condominium associations can be a 
difficult venture for newer real estate managers 
who are not accustomed to managing 
associations. Because the owners of each unit 
have a stake in the decisions made about the 
property through the board of directors, the real 
estate manager will commonly become the go-to 
person for any conflicts, essentially becoming a 
quasi-mediator between the two groups. 


Common area 


The rest of the property—hallways, lobbies, 
grounds, and any other part of the property not 
individually owned—is referred to as the 
common area. Individual owners technically own 
a percentage of the common area, and this 
percentage is usually based on the square 
footage of their living areas compared to all of 
the living area in the building. It may also be 
based on the desirability of the individual unit; 
irrespective of square footage, some units will 
have higher values because of various amenities 
and, therefore, represent a greater percentage of 
the entire property value. However, common 
area ownership is undivided, so no owner can 
claim a particular section of common area as 
their own. 


Condominium association 

State law requires that condominium unit 
owners form a not-for-profit corporation 
consisting of all the individual owners, the 
condominium or homeowners’ association, which 
discusses and acts on common concerns of the 
property. All owners are association members 
with a board of directors elected from among the 
membership. Among the board of directors, the 
association members elect individuals to serve as 
officers. A large association may have a 
president, vice president, secretary, and 
treasurer, while a smaller association may 
combine responsibilities. The remaining board 
members, who are not officers, are at-large 
members. The condominium board is responsible 
for managing the property and normally hires or 


contracts professional management. 


Ownership of a condominium does not mean 
that the owner must live in the unit. An owner 
may move out but not want to sell the unit. As 
an investment, the owner may lease the unit to 
someone else whose rent payments ensure that 
the mortgage and monthly assessments will be 
covered. In fact, some people invest in 
condominium units solely to lease them to 
others. Because renters have no vested interest 
in the condominium, they cannot participate in 
the association, so having a large proportion of a 
condominium’s units occupied by renters can 
pose problems. The renters of these 
condominium units might feel they have no 
voice in how the property is managed or 
maintained and, therefore, may be reluctant to 
come forward when there are issues that could 
affect other renters or homeowners. In addition, 
lenders might be more reluctant to finance a 
condominium purchase if more than a certain 
percentage of the units are not owner occupied, 
which is an issue that should be addressed by 
the condominium association. 


Governing documents 

In addition to hiring and communicating with 
real estate managers, the condominium 
association upholds and fulfills the tenets of the 
governing documents, which usually include the 
following items: 


* Declaration. Commits the land to 


condominium use, provides for the 
association’s creation, defines the 
method to determine each owner’s 
share of expenses, and outlines the 
relationship between the individual 
owners and the association. The 
declaration is effectively the 
constitution of the association. 


° Bylaws. Provide specific procedures 
for handling routine matters, whereas 
the declaration establishes the broad 
administrative framework for the 
association. The bylaws detail 
procedures for the following items: 


+ Accounting 

e Maintenance of common 
areas and individual units 
where the unit owner is 
responsible for repair and 
maintenance within their 
unit 

e Election of officers and their 
duties 

e Votes by the association 
members 

* Collection of assessments 

e Other administrative 
business 


* Unit deed. The document that legally 
transfers to the purchaser the title of a 
condominium unit and its undivided 


portion of the common areas. 


Two other documents relate to the establishment 
and operation of a condominium: (1) the articles 
of incorporation, which state that the 
condominium association is a corporation under 
the laws of the state and (2) the house rules and 
regulations, which are the guidelines for day-to- 
day behavior on the premises and for settling 
disputes that may arise. Although many rules are 
common among condominium properties, each 
association is likely to establish its own unique 
rules that might cover anything from pets to 
noise to parking. 


Assessments 

The bylaws or a separate document usually 
specify the percentage of the property owned by 
each unit owner by taking into account the 
amount of living area—and possibly the 
desirability—of each unit. These percentages are 
the multipliers used to calculate the monthly 
assessment paid by each owner, which is used to 
pay the operating expenses for the whole 
property—commor-area services, maintenance, 
and management.s 


The regular assessment collections must also 
factor in the reserve funds, which can be used to 
pay for anticipated and unanticipated capital 
expenditures. If a capital expenditure is required 
and reserve funds are not sufficient to pay it, or 
if the association chooses not to deplete reserves 
to pay the expense, a special assessment will be 


necessary to offset the cost.« 


Cooperatives 


Cooperative ownership differs from 
condominium ownership in that the cooperative 
incorporates itself to purchase or build a 
multiple-unit dwelling and issues shares in the 
corporation to represent the proportion of 
ownership of the entire property. A single 
mortgage covers the entire cooperative property, 
and shareholders receive a proprietary lease that 
entitles them to occupy one unit. This traditional 
ownership structure is common, and unit owners 
can pledge their shares in the cooperative 
corporation as collateral for a loan. The 
proprietary lease is assigned to the lender—the 
transaction is recorded in the land records—and 
the lender obtains a recognition agreement from 
the cooperative corporation. Under the 
agreement, if the borrower or unit owner 
defaults on their obligation to the cooperative 
corporation, the corporation will give the lender 
an opportunity to cure the default before the 
cooperative forecloses on the unit. 


Managing a cooperative differs from managing a 
condominium in several ways. Residents tend to 
be long-term, highly stable, and consistent. 
Decisions for the cooperative are made by a 
board, which consists of shareholders in the 
corporation. However, cooperative boards can 
be more active than condominium boards, and 
they sometimes enforce greater restrictions on 
the property. The board must interview and 


approve new residents. It may have the right to 
approve or deny improvements to units. The 
board may stipulate that all sales of shares must 
be on an all-cash basis, and it might state that 
only shareholders can reside in units, that is, 
they cannot be bought as investments and leased 
to others. 


Planned unit developments 


The residential PUD combines the concept of the 
conventional neighborhood subdivision with 
characteristics similar to condominium 
ownership. Most residents purchase their 
dwelling, the property, and an undivided share 
of the common area—roads, parks, and 
recreational amenities—within the PUD. The 
residents pay a monthly assessment to maintain 
the common areas. The assessment may also pay 
for lawn care, snow removal, and other services 
for individual units. 


A developer normally designs a PUD as a single 
entity before ground is broken, much as the 
plans of a building are completely drawn prior 
to construction. Unlike a single building, 
however, the PUD may be constructed in stages 
over several years. A characteristic of PUDs is 
that the developer pays as much attention to the 
location of open space as to the placement of 
buildings. Although open spaces are emphasized, 
land is used more intensively than in 
conventional subdivisions because townhouses 
and multiple-unit dwellings are more common 
than single-family homes. This concentration of 


land use particularly benefits the following three 


groups: 


1. The developers. The profit margin 


on land resale is higher, both because 
a PUD has more living units per acre 
and because careful planning of the 
development as a whole makes it 
aesthetically attractive. 


. The community. More real estate 


taxes can be collected per acre. 


. The residents. Assessments for 


common area services are minimized 
because of the large number of 
residents per acre and because the 
intensive use of the land reduces the 
amount of common area to maintain. 


A PUD is a departure from conventional 
residential zoning; therefore, the term planned 
unit development also refers to a special zoning 
apparatus that permits the undertaking. Because 
it is a unique zoning form, public officials can be 
heavily involved in the site plan review and may 
play a key role in determining the nature and 
shape of the PUD. 


In addition to dwelling types that may range 
from detached houses to rental apartments, a 
very large PUD may include retail and service 
facilities if such facilities are not immediately 
accessible from its location. In most cases, a 
homeowners’ association comparable to that of a 


condominium governs the PUD. However, the 
developer may be more prominent in the 
homeowners’ association of a PUD, especially if 
the property has rental units. 


Because only property owners can be association 
members in PUDs that have both privately 
owned and rental residences, renters do not have 
a voice in the association. The collection of 
assessments for common area maintenance 
would be the major responsibility of the real 
estate manager. In fact, the association may rely 
on them to create the assessment structure, 
which might entail a variety of separate 
collections including standard assessments, 
special assessments, rental security deposits, and 
rents. Maintenance services provided may 
encompass landscaping as well as general 
upkeep and repair of apartments, building 
exteriors, roads, and amenities. 


The role of real estate managers and 
CIRAs 


While the homeowners’ association governing a 
small number of units may manage the property 
on its own, larger properties require full-time 
supervision, which is usually why a real estate 
manager is hired or retained as a consultant. 
Unlike rental property, condominiums and 
cooperatives have no effective gross income; 
PUDs may have some rental income, as 
previously mentioned. Their monthly assessment 
collections are based on anticipated expenses, 
including management fees and funds for 


reserves. Because of this, compensation for 
management is usually a fixed monthly amount, 
which is prorated into the owner’s monthly 
assessments. However, separate fees may be 
negotiated for specific additional services or for 
attending after-hours board meetings. 


Owner relations 

Because each encounter between a staff member 
and a resident is an encounter with one of the 
property owners, all management employees 
must understand their relationship to the 
owners. Their efforts to extend goodwill should 
not compromise the agreement between 
management and the board of directors. Because 
the residents actually own the property, they 
may think the staff is at their service for any 
maintenance or repairs in their individual units. 
However, owner-residents usually have to pay 
separately for such services. Depending on the 
management agreement, the residents may have 
to call an independent service of their choosing 
or pay the association to have the work done by 
staff. To be fair to the other unit owners, the 
individual owner must reimburse the association 
for an employee’s work on an individual unit. As 
a convenience, some properties can provide 
service in individual units at no extra charge to 
residents. However, the association members 
must agree that such a benefit is worth higher 
assessments for everyone. 


Board of directors 
Each year, the association usually elects a board 


and new officers, or it may have an annual 
election with staggered multiple-year terms to 
ensure consistency of the board’s decisions. The 
meetings are usually after-hours in one of the 
resident’s units or in an office or common room 
on the premises. Because the board meeting is 
also a gathering of neighbors, the agenda may 
yield to tangential discussions. Sometimes 
complications can arise when disputes occur 
among the owners, board of directors, and real 
estate manager. 


By virtue of living in the same building or 
property, the proximity of the board members 
encourages frequent meetings. Real estate 
managers are required to attend some meetings. 
However, the amount of time spent at these 
meetings can often be minimized if the 
management agreement includes an hourly fee 
for attending meetings. 


While the board makes management decisions, 
the real estate manager might be the one who 
carries out those decisions, which sometimes 
requires mediating differences of opinion among 
the board members. Real estate managers are 
probably better qualified to decide which course 
of action to take. However, management 
decisions may provoke dissent because some 
board members might consider the manager’s 
viewpoint biased. Because these differences of 
opinion can be extremely frustrating, it would be 
smart to have the board hold the president 
responsible for communicating with the real 


estate manager. This will help prevent 
conflicting demands and bombardment from 
several owners at once. 


Maintenance 

As owners of the property, the residents will be 
especially attentive to maintenance of the 
building and grounds. While a rental property 
must be sold as a whole, the units in a 
condominium (or PUD) or the shares of a 
cooperative may be bought and sold 
independently. Rental property can tolerate 
some deferred maintenance for a limited time 
without losing value. However, once the owner 
decides to sell a rental property, they must 
correct its deferred maintenance to ensure the 
highest sale price possible. In contrast, any 
deferred maintenance of a resident-owned 
property, whether in a particular unit or in a 
common area, lowers the individual unit or 
share value. The real estate manager may 
occasionally have to remind the board or the 
president of that fact, especially when a repair is 
extremely costly. Because resident-owned 
properties are investments and resale potential is 
paramount to the resident-owners, it’s important 
to be aware of a heightened demand for 
custodial maintenance. It is especially important 
to work diligently with the association to ensure 
that adequate funds for maintenance of the 
property are budgeted and sufficient funds are in 
reserve. 


Fiscal 


The assessments paid by unit owners are 
primarily to cover the operating costs of the 
property that they own in common—insurance 
and utilities. These costs must be kept under 
control to minimize residents’ individual 
assessments. However, assessments should not 
be so low that a provision for reserves is lacking. 
Low monthly assessments usually result in 
requirements for special assessments every time 
the property needs a major repair. If only one or 
even a few residents do not have the money 
available to pay a special assessment when it is 
levied, the necessary work may be jeopardized. 
For this reason alone, accruing an adequate 
reserve fund through the regular assessment is 
important. 


Encourage the board to develop ample reserves 
because it’s in the owners’ best interests to 
preserve the value of the property as a whole 
and to enhance it. Prospective buyers recognize 
the value of a large reserve and will be more 
inclined to pay a higher price for a 
condominium or PUD unit or shares of a 
cooperative because of it. 


As a rule, a homeowners’ association can apply 
for tax-exempt status under the Internal Revenue 
Code in the following four situations: 


1. A prescribed percentage of its gross 
income comes from unit owner 
assessments. 


2. A prescribed percentage of its 


expenses are for managing, 
maintaining, and caring for common 
areas. 


3. All of the units are used as residences. 


4. No part of the net income benefits 
any individual member of the 
association. 


Some sources of income, such as interest earned 
by reserve funds or fees received for special use 
of amenities, are not exempt under any 
circumstances, especially because tax exemption 
protects the principal of the reserve fund. If the 
association does not have exempt status, the IRS 
could construe that the reserves collected as part 
of the assessment are the association’s profit, 
and it could tax them accordingly. Periodically 
consult a tax specialist for updates on rules 
governing tax exemption of a homeowners’ 
association. It is always good practice to keep up 
with changes in state laws regarding different 
types of common-interest realty associations. 


Other residential properties 


There are plentiful variations on traditional 
rental and ownership arrangements; they include 
single-family homes, manufactured housing 
(mobile home parks), and other types. Few real 
estate managers work exclusively with these 
types of properties, but they represent a large 
part of the housing market. In some localities, 
one of them could be the dominant type of 


housing. 


Single-family homes 

A single-family home is defined as a house that is 
not attached to anything else, also known as a 
detached house. Townhouses are not classified as 
single-family homes because, by definition, they 
share a common wall. A single-family home 
requires a smaller financial commitment than a 
multiple-unit dwelling—the percentage required 
as a down payment is often lower, and owners 
usually resell a house more quickly and easily 
than a larger property. Some first-time real 
estate investors start in this manner. Those who 
buy a house to live in when they retire and 
retain their original house as a source of rental 
income make up another group of investors. 
There is also a trend in the growth of vacation 
homes, which are rented out when the owners 
are at their primary residence. Because these 
investors may live far away from their rental 
properties, they often seek professional 
management services. 


Because houses used as rental units are rarely 
next door to each other, they can generally be 
more time consuming to manage. If an owner 
demands a level of maintenance that exceeds 
what can be required of the resident, the general 
upkeep of the premises can be as time 
consuming as it is for a larger property. 
Marketing and leasing require more time 
because of the amount of travel to the individual 
units. In all likelihood, each rental house in a 


management company’s portfolio will be 
individually owned, and reporting to numerous 
owners is required—many of whom do not live 
nearby or are not readily accessible. 


In essence, real estate managers can end up 
doing the same, if not more, work for single- 
family home management as for a twelve-unit 
property. Despite these seeming disadvantages, 
some real estate managers have marketed their 
skills exclusively to the single-family home 
rental market with great success. In fact, a house 
usually commands a higher property 
management fee and more rent than an 
equivalent-sized apartment due to the value 
placed on greater privacy, more accessible 
parking, and a private yard. Another benefit is 
that some owners allow residents to take care of 
the lawn and other yard work, further reducing 
extra maintenance tasks from the real estate 
manager’s end. 


Manufactured housing communities 


Manufactured housing is usually built at a factory 
and, depending on its width, is transported to 
the installation site in halves or as a whole. At 
the site, final assembly and connection of the 
home to gas, electrical, water, and sewer 
facilities takes place. In most cases, zoning laws 
prohibit manufactured housing in neighborhoods 
of conventionally built houses. For the most 
part, manufactured housing is found in areas 
zoned for mobile home parks. Residents of these 
communities generally own their homes, but 


they rarely own the land. They pay an access 
charge for the utility connections and 
maintenance of community roads and amenities. 
However, residents are responsible for 
maintaining their homes and private yards, and 
the utility company bills utilities directly to 
residents of the manufactured housing 
community. At other times, the community may 
serve as a distributor and bill residents for the 
utilities they use. 


A manufactured housing “condominium,” which 
is popular in resort areas, is an arrangement in 
which the owner purchases the lot in addition to 
the manufactured housing unit and pays an 
assessment for community services and 
amenities. The form of management for a 
manufactured housing community depends on 
what is managed. Community owners may 
contract with real estate managers to lease lots, 
collect rents, manage park staff, and supervise 
the placement of homes on lots in the park. The 
real estate manager might be responsible for 
maintaining a clubhouse or other recreational 
facilities, supervising an activities director, or 
overseeing any other special services the 
community offers. 


Maintenance 


Maintenance for residential properties is usually 
more intensive compared to other property types 
because of the density and amount of time 
residents are in their homes, which leads to 
more wear and tear. Once maintenance is 


required, the resident must be informed prior to 
staff entering the premises—failure to inform 
before entry is interpreted as trespassing in a 
court of law. Certain local or state ordinances 
require that a written notice be given a certain 
number of hours before entering a unit. Entry 
without advance notice is only permissible in 
case of emergency or a malfunction that 
threatens the property or general safety. In these 
specific cases, some jurisdictions require that a 
note be left on the premises indicating that the 
property was entered and the purpose (the 
emergency). 


Unit preparation 

After a resident moves out and before another 
moves in, management has an opportunity to do 
extensive maintenance and repairs in a vacant 
apartment—sometimes specifically for marketing 
purposes. To minimize vacancy periods and 
maximize rental income, all units must be 
attractive and all components within the unit 
must be operational and habitable. It can take 
significant time to paint and repair the unit, 
resulting in vacancies that can last a month or 
more—reducing the owner’s income. New 
residents should walk into a unit that is in 
superior condition, not only for their satisfaction 
as a customer but also to avert future service 
calls. 


If the time and resources are available, the staff 
should inspect a vacant apartment as often as 
possible, perhaps even as much as multiple times 


a day, depending on circumstances. In relation 
to weather, inspect for frozen pipes after a 
snowstorm or water leakage after a rainstorm. 
Periodically inspect for signs of a break-in 
(squatters) or vandalism, depending on the 
location. As the staff inspects and repairs vacant 
apartments, a unit make-ready report (Exhibit 
12.3) is a useful guide to help verify which units 
are ready to be shown or to be inhabited by a 
new resident. During the move-in and at the 
move-out of a unit, accompany the resident for 
inspection. In doing so, a combination move-in/ 
move-out inspection form will most likely be 
used because it has spaces for signatures for both 
the manager and resident. This form documents 
the unit condition and its acceptance by the 
resident at move-in, and it helps minimize 
disputes regarding the condition at move-out if 
the real estate manager needs to retain part or 
all of the security deposit to cover the cost of 
repairs. 


Exhibit 12.3: Residential unit make-ready report 


Property 


Date 


Unit 


Initial inspection by 


Date vacated ________ Date to be occupied (if known) 


Date 


Checklist before move-in 


Special instructions 


Check that all plumbing in unit (toilets, faucets, etc.) works 
properly. Make sure no leaks or drainage problems are present, 


Check all appliances (run dishwasher once on each cycle; check 
for proper operation of refrigerator, disposal, range). Make sure 
all appliances and kitchen cabinets are clean. 


Inspect all windows and screens (no breaks in either). Verify 
that all sliding components work correctly and easily. Clean 
out tracks of all windows and sliding glass doors. Clean inside 
of all windowpanes 


Check painted surfaces for chipping, peeling, discoloration, 
and stains. Determine whether repainting is necessary. 


Check all walls for holes, seams, cuts, cracks, and nail pops. 


Check Venetian blinds for proper operation and clean them. 


Check flooring (all floors cleaned and waxed, parquet block 
floors or wood strip and asphalt tile included; vacuum carpet). 


Clean bathroom(s) (tub, toilet, basins, vanities, mirrors, 
medicine cabinets, wall, and floor tile). 


Verify that all towel bars, toilet paper holders, and soap dishes 
are secure and clean. Check tile in bathroom(s) for cracks or 
other flaws. 


Make sure that all baseboards, cabinets, shelves, electrical 
outlet plates, and smoke detectors are properly installed and 
secure. 


Verify that thresholds and metal strips are installed properly 
where needed. 


Check that all doors close properly and that there is no rubbing 
or warping. Check that all locks and keys work properly. 


Check that all vents and registers are properly installed. 


Check heating and air-conditioning units to verify that they 
are working properly. Clean or replace air-conditioning filter. 


Make sure all lighting fixtures work properly and have new 
bulbs. 


Final inspection by 


Date 


Approved by 


Date 


Common area amenities 


Common area amenities are unique to each 
residential property and require special care and 
attention. While the foregoing maintenance 
considerations are specific to rental properties, 
condominiums or cooperatives—especially older 
properties converted from rental use—may have 


similar facilities and similar requirements for 
maintenance. For instance, manufactured 
housing communities and PUDs have road 
repairs in addition to maintenance of amenities, 
and all properties that provide parking must 
maintain the parking lots or garages. 


Laundry rooms 

The laundry room is a perfect example of an 
amenity that should be as clean and inviting as 
the rest of the property. Maintenance of the 
room itself is a management responsibility, 
which is why it should be regularly inspected for 
wet or soapy floors that can cause a fall, air 
ducts and drains that might clog with lint, and 
trash that can accumulate in the area. The 
regular maintenance of the washers and dryers is 
often contracted to a company that specializes in 
this service, and the cost is paid out of the 
revenues from the machines. One of the 
advantages of having a laundry room is that it 
allows residents to handle multiple loads of 
laundry simultaneously—something that is not 
possible with in-unit washer and dryers. 


Storage areas 

Storage spaces not attached to the units are 
usually located in a common area such as the 
basement. Typical storage spaces are enclosed by 
wooden or wire floor-to-ceiling partitions that 
the resident can secure with a padlock. Storage 
spaces should be protected from seepage, 
flooding, mildew, and vermin. 


Swimming pools 


Many properties offer indoor or outdoor 
swimming pools for residents and visitors. 
Although these can be a great attraction, pools 
also pose a danger and liability to the owner. To 
minimize the risk, post and enforce rules for 
pool use that include hours of access. The 
maintenance staff must monitor the chlorination 
(or other chemical treatment) level and regularly 
vacuum the pool. For reasons of safety and 
security, staff must periodically check fixtures 
such as fences, gates, and ladders.7 


Summary 

Managing residential property is particularly 
challenging but can also be rewarding. Each 
property has the potential to create unique 
situations that require specialized management 
skills. For instance, government-assisted 
properties require additional administrative 
paperwork and compliance with legalities with a 
heightened awareness of laws. In all rental 
properties, real estate managers will always 
work with an owner, but this basic concept 
becomes more complex when dealing with 
CIRAs and homeowners’ associations because the 
residents are the owners. 


Whether working with a conventional or 
government-assisted property, face-to-face 
contact with staff and residents is an important 
factor in retaining them. Staying up to date with 
local and state laws as well as local, state, and 
national laws is essential in maintaining a strong 
awareness of the property, location, and any 


outside factors that could affect the residents 
and staff. Developing the ability to recognize 
trends in the changing world of residential 
properties is one of the best ways to become a 
successful real estate manager. 


1 For a good resource on fair housing, visit 
fairhousingfirst. org. 


2 Fair housing laws apply for people with disabilities (or 
emotional dependency) who require a service animal. They 
may not be denied housing because of a “no pets” policy. 


3 Federal law is set out in the Servicemembers Civil Relief 
Act, enacted in 2003 to amend the Soldiers’ and Sailors’ Civil 
Relief Act of 1940, which provides specific rights relating to 
renting and leasing obligations for active-duty military 
personnel. 


4 This is a common practice in older buildings in which the 
apartments are not individually metered or for ease of 
payments for luxury student housing. 


55 For example, if the board determines that operating 
expenses for the whole property are $6,000 a month and the 
bylaws state that the owner of unit 6B owns 5 percent of the 
property, the owner of 6B will pay the association at least 
$300 every month. 


6 For example, if the property needs a new roof and $30,000 
of that cost will not be paid from the reserves, the owner of 
unit 6B (who owns 5 percent of the property) will be 
required to pay a special assessment of $1,500. 

7 There are a number of laws regarding the proper type of 
covers on drains and other requirements, such as showing 
water depth with clearly marked depths affixed to the pool 
walls. 


Chapter 13: 
Commercial properties 


Commercial real estate consists of all 
nonresidential property types, including office 
buildings, shopping centers, research and 
development parks, warehouses, and buildings 
designed for medical and other professional 
services. Two of the most striking distinctions 
between managing commercial and residential 
buildings are (1) the length of the initial lease 
term and (2) the complexity of rent payments. 
While it’s true that residents can remain in one 
apartment for many years, the tenant’s initial 
commitment is usually one to two years. 
However, office tenants can expand their leased 
premises, relocate to a more favorable location 
within the building, or downsize—which usually 
does not occur at a residential site unless the 
number of occupants changes. 


Office buildings 

Over the past few decades, office buildings have 
changed significantly in the tenant mix, uses, 
and office space. The class structure discussed 
below, and not used for residential properties, 
can impact the type of tenants attracted to a 
property. Therefore, tenant selection, rent 
determination, and lease negotiations require 


special consideration in office buildings. 


Property analysis 

The concentration of high-rise buildings within a 
community has come to be known as the central 
business district (CBD). Some of the largest cities 
have seen the development of multiple business 
districts both within the cities and in their 
surrounding suburbs. The high price of land and 
increasing congestion of the CBD fueled that 
development, along with the availability of 
business services that are concentrated in CBDs. 


While skyscrapers may dominate a city’s skyline, 
numerous smaller buildings also require full- 
time management. High-rise buildings represent 
only a fraction of the office buildings that 
require and deserve professional management. 


When a building owner and real estate manager 
or management firm sign a management 
agreement, they must examine the property 
objectively to discern its marketable qualities. 
The manager must learn how the tenants, 
prospects, and others in the market perceive the 
property in terms of desirability. It’s important 
to be very realistic about the property’s place in 
the market. For this reason, the integrity of the 
property should be studied. The first procedure 
in this assessment is to examine the building for 
the purpose of classifying it. 


Class of structure 
Although no definitive standard defines what 
constitutes a specific class of office building, 


many publications and industry experts 
commonly refer to three classes of office 
buildings: class A, class B, and class C. Age and 
obsolescence are the two prevailing issues in 
building classification. An older building has the 
potential to be notable and appealing, but only if 
it can accommodate current business needs. If a 
building cannot be retrofitted for advanced 
office systems (e.g., wireless technology) or if 
the space cannot be configured for efficient use 
by current standards, the class—and therefore 
the economic potential—of the building is likely 
to decline. 


Class A. These buildings attract the most 
prestigious tenants and command the highest 
rents in their areas. They have outstanding 
locations and accessibility. They are usually 
newer structures with the latest high-quality 
amenities such as conference rooms, concierge 
services, and fitness centers with state-of-the-art 
systems. 


Exceptionally well-renovated older buildings 
with substantial equipment upgrades in the best 
locations are often categorized as class A as well. 
Full-time service staff, including maintenance 
and security personnel, is generally available in 
class A buildings. 


Class B. These buildings attract the widest 
variety of tenants because the rents are average 
for the area. The amenities and finishes are fair 
to good, and the systems are adequate. The rents 
may be lower for many reasons, such as the 


building being older, the location being less 
desirable, and the building offering fewer 
amenities. Some buildings that are not well 
maintained but are in outstanding locations 
might receive a lower classification because of 
the maintenance. 


Class C. These buildings attract tenants who 
need functional space, and rents are usually 
below average for the area. These buildings are 
older and reasonably maintained and could 
possibly have been class A or class B at one 
point in time. Their amenities, finishes, and 
systems may be below current standards and 
may exhibit some degree of functional 
obsolescence or deferred maintenance. They 
may be located on the perimeter of the CBD, and 
their rents may appeal to those tenants who are 
most sensitive to price. 


The classification of a building is an estimate at 
best. Visualizing the differences between class A 
and class C buildings is easy, but the distinctions 
between class A and class B buildings can be 
subtle. Regardless, the building classification can 
be useful to convey the desirability of the 
building in general terms (Exhibit 13.1). 


Exhibit 13.1: Office building classifications 


Class A Class B Class C 
$$$ $$ $ 
+ Commands highest + May be similar + Substantially older 
rents structurally to Class A, |. Often located onthe 
+ Most attractive and but cannot command perimeter of the central 
prestigious highest rents business district (CBD) 
+ Often considered tobe |- Less desirable location, |. Provides basic facilities 
at the corner of "Main amenities, and so forth and services, thereby 
and Main" + Some buildings built to commanding less rent 
be Class B + May be close to 
+ Others may have been functional obsolescence 
downgraded 


Source: IREM, Marketing and Leasing Strategies for Investment Properties (2022) 


Criteria for classification 

Not surprisingly, the criteria that influence 
building classification are those evaluated by 
prospective tenants as they select office space to 
lease—current tenants also review these criteria 
when they consider renewing or expanding their 
leases. Thirteen factors are involved in 
classifying the types of office buildings; most of 
the factors are interdependent, but examining 
them separately illustrates their relationship and 
importance: 


. Location, location, location 
. Accessibility and parking 

. Management 

. Prestige and amenities 

. Appearance 


. Lobby 


N FD a fF Ww NH 


. Elevators and escalators 


8. Corridors 
9. Office interiors 
10. Building services 


11. Mechanical systems/communications 
technology 


12. Tenant mix 


13. Sustainability 


Location. The desirability of an office building 
is largely measured by its proximity to other 
business facilities, but desirability can change 
over time as one section of a city becomes more 
popular than other sections. Evidence of this is 
recorded in the history of most large cities. As 
the CBD develops, most of the buildings on the 
two main streets are class A. With each block 
that is farther away from the main intersection, 
the property values and prestige decrease—even 
though the buildings may still be class B. Some 
locations on the perimeter of the CBD may 
become less desirable because the expansion is 
in the opposite direction, which is an example of 
economic obsolescence. What was once a class B 
building may now be class C solely based on the 
location. 


The effects can reverse as well. As growth of the 
CBD continues, the surrounding areas might 
become popular because they offer relatively 
inexpensive land and opportunity for expansion. 
If so, occupancy rates will increase once the 


buildings in the area have been rehabilitated or 
the land has been redeveloped. This will lead to 
an increase in income and an improved property 
classification. 


Buildings developed outside the CBD can also be 
class A. Companies often leave the city because 
land prices, business taxes, and rents are lower 
in the suburbs, which generates demand for 
offices in the outlying regions, resulting in the 
development of office parks, or business centers, 
near airports, major highways, malls, and other 
suburban attractions. Population growth in the 
outlying suburbs also provides a large pool of 
workers and customers from the local area. 
Another factor that influences the desirability of 
a location is the attractiveness and cleanliness of 
neighboring sites. If an office building is well 
constructed and maintained, it could be 
considered a class A—especially if its 
surroundings are attractive and clean. 


Besides the attraction of the CBD or a similar 
suburban location, the presence of a major 
corporation can influence suppliers and other 
associated businesses to locate nearby or in the 
same building. A major bank may attract 
investment counselors, brokers, and accounting 
firms to the site. Likewise, a bank that works 
closely with large businesses may consider 
proximity to its major customers when choosing 
a site. 


The desirability of a location because of prestige 
or convenient access can overshadow most other 


factors. A strategic location near transportation, 
within walking distance of major business and 
financial centers, or adjacent to government 
services can make a one-hundred-year-old 
building in sound condition as desirable to a 
prospective office tenant as the newest 
construction. 


Accessibility and parking. The ease of 
accessibility to transportation strongly affects 
building classification because workers must 
have an efficient and quick way to reach the 
office. Office buildings served by several 
transportation alternatives (buses, commuter 
trains, elevated and subway rapid transit lines, 
and highways) generally have greater value 
because employers benefit from the availability 
of a larger labor pool. In addition, with 
sustainability being a major factor in many 
companies’ environmental, social, and 
governance (ESG) programs, the reduction in 
employees driving to work alone is important. 


The availability of parking is also a 
consideration of accessibility. In general, 
buildings in CBDs cannot offer as many parking 
options as those in outlying regions; however, 
buildings centrally located in large cities usually 
do not require as much parking as those in 
suburban locations because of the availability of 
public transportation. If land in CBDs is 
available, parking areas are generally located 
underground or even above the office building 
itself because land is at a premium. More and 


more employers are offering incentives for 
employees to use public transportation or other 
eco-friendly alternatives to single-occupancy 
vehicles. 


Management. The quality of a building’s 
management is invaluable. Property owners are 
aware of the influence management has on the 
appeal of a property and the efficiency of its 
services. Most larger office buildings have on- 
site management personnel, while smaller 
properties may have management based at 
another location. 


The level of maintenance is a direct indicator of 
the professional dedication to the property. A 
well-maintained building with quality wood, 
polished floors, clean washrooms, dust-free 
cornices, and general tidiness is more attractive 
to current and prospective tenants. A prospect 
that discovers anything less will often select a 
property that is better maintained. Upkeep of 
mechanical systems and the extent of building 
security are also indicators of management 
quality. The overall effectiveness of management 
influences demand for space in the building and 
contributes to the reputations of the firms whose 
offices are located there. 


Prestige and amenities. Image and reputation 
are important factors in business, and location 
can enhance prestige. For instance, an ambitious 
lawyer may want an office in the same building 
as the city’s leading law firms or at least in the 
same area. The directors of a financial institution 


will want to be in the most desirable building in 
the financial district or as close as possible to 
such a center. Therefore, the building with a 
prestigious address and reputation ranks high on 
the scale of desirability. 


Although much of the prestige may stem from 
location alone, the building’s ownership, 
reputation, management standards, and 
customer service can enhance its status. Building 
size contributes significantly to prestige. A 
building that is prominent in the city’s skyline 
may command higher rent because it offers the 
most prestigious views of the city. A large 
building can also include extensive and state-of- 
the art amenities, such as an on-site fitness 
center, video conference facilities, tenant 
lounges and outdoor patios with Wi-Fi, and 
electric charging stations that further enhance 
the site’s prestige. 


Appearance. Two main physical attributes 
affect an office building’s desirability: (1) 
architectural design and (2) exterior appeal. 
Multistoried office buildings are often uniformly 
cubical or rectangular masses of glass, steel, and 
stone that lack distinguishing external features, 
but architectural creativity can give newer 
buildings distinctive visual appeal. Attractive 
older buildings may be retrofitted so they can 
support today’s high-technology uses. Buildings 
designed by famous architects like Frank Lloyd 
Wright or Frank Gehry definitely add to the 
prestige and overall appearance of the structure. 


Exterior maintenance contributes to the 
building’s overall impression and attraction. 
Fresh exterior flower displays, polished entrance 
doors and signage, and sparkling windows add 
visual appeal and welcome tenants, prospective 
tenants, and other visitors. The general curb 
appeal contributes greatly to property class. But 
class does not apply only to the physical 
appearance. Overall cleanliness is also a 
consideration of the property class. 


Lobby. The appearance, floor plan, lighting, 
pleasant smell, and overall mood of a building’s 
lobby help establish the general character of the 
building. The entrance to any building is part of 
the setting in which each tenant’s business is 
conducted. A lobby that appears outdated, worn, 
or neglected detracts from an otherwise 
attractive building. It’s important to pay 
attention to the primary services that the 
tenants, employees, and visitors expect from a 
lobby as well. An updated and well-maintained 
building directory, unobstructed access to 
elevators or stairs, and inviting experience are 
essential. 


Elevators and escalators. In multistory office 
buildings, elevators are vital—each additional 
story increases the demand for efficient and 
rapid service. Several factors influence the 
perception of elevator quality—location is one of 
the most important. The desirability of space in 
the building will decrease if tenants, employees, 
and visitors have to walk a long distance from 


the main entrance to the elevators and then walk 
an equally long distance to their destinations 
after they arrive on the appropriate floor. Such 
inconvenience and perceived inefficient use of 
space create negative impressions of the building 
and its accessibility. 


The appearance of elevator entrances and 
interiors can also affect the perception of the 
office building as a whole. Passengers expect 
adequate lighting, proper ventilation, 
understandable controls, and well-maintained 
floor coverings in an elevator. To create the 
illusion of a larger space, a mirror or other 
reflective surface on the back wall of the cab is 
sometimes helpful. Any lessening of aesthetic 
and maintenance standards in the elevator can 
raise doubts about the quality of the building’s 
tenancy and may even provoke questions about 
safety in the minds of the elevator passengers. 


The two most important standards of elevator 
service are (1) safety and (2) speed. Safety 
standards are managed not only by the property 
manager but also by a licensed elevator 
company and are enforced by either local, state, 
or federal jurisdictions. Since 1990, standards 
for new elevators and elevator modernizations 
include compliance with the American 
Disabilities Act, which includes the height of 
elevator call buttons from the floor, the length of 
time elevator doors must remain open for ingress 
and egress, elevator door opening widths, braille 
on buttons and signage, verbal floor 


announcements, and so forth. For passengers, 
speed, the other important factor, includes more 
than travel time in feet per minute. They judge 
the amount of time their elevator trip takes from 
the moment they press the call button to the 
moment they arrive at their destination. The 
time spent waiting for the elevator to arrive and 
the number of stops it makes en route usually 
influence the perception of quality more than 
the actual rate of movement. Sometimes, 
depending on the character of the building, 
background music can offer a pleasant mood, 
while other buildings showcase their modern 
status by installing digital media screens in the 
elevator cabs. 


When escalators are present in office buildings, 
their appearance and maintenance also 
contribute to the appeal of the building. If 
escalators are constantly out of service and the 
steps, handrails, and side panels are not clean, 
the perception might be the entire building is 
not maintained properly. Because escalators 
often are the pathway to building entrances or 
parking garages, continued maintenance and 
cleaning are important. 


Corridors. The general decoration and details 
throughout the corridors should fit the 
occupants of each particular floor, while also 
maintaining a subtle, pleasant, and clean 
appearance. It’s important for certain floors and 
specific companies to have the freedom to 
express their company image and logo. For 


example, a design firm would most likely 
incorporate modern and updated colors in their 
corridors, while a law firm would display more 
neutral tones and subtle décor. Most important, 
staff must diligently maintain corridors in 
immaculate condition, and up-to-date signage 
should be clear yet discrete and consistent in 
appearance throughout the building. Although 
allowing full-floor tenants to have some license 
in designing their elevator lobby area, it is 
important on multi-tenant floors to have a 
consistent look and quality from the ground 
floor lobby up through the upper-floor corridors, 
thus the need for building standards for elevator 
lobbies and corridors on multi-tenant floors. 


Office interiors. Office suites are usually 
configured initially or reconfigured later to 
accommodate the needs and aesthetic choices of 
new tenants. Desirability depends less on 
existing interior design than on alternative floor 
plans and the efficiency of the usable space— 
discussed later in this chapter in the measuring 
rentable and usable space section. Numerous 
factors can limit possibilities for changes. 


The size and number of windows in a space and 
their relative locations often determine the size 
of the offices. In newer buildings that have 
expansive windows, the spacing of the mullions 
—vertical bars that separate the panes of glass— 
usually determines the placement of the walls. 
Sometimes it’s evident that interior walls are 
formed in line with the mullions and not directly 


in the middle of a pane of glass. With more 
creative office space requirements, popular 
layouts include fewer offices, more open space 
with natural lighting, and open ceilings. 


Other factors that can limit changes are the 
existing lighting, the depth of the space from the 
corridor to the outside wall, the width of the 
space between supporting columns, and even the 
view. Older buildings have more load-bearing 
columns that limit the efficiency of use and the 
flexibility of the space. Newer office buildings 
with sophisticated engineering usually have 
wider column spacing or lack visible supporting 
columns, which permits numerous alternative 
configurations and more efficient use of space. 


In addition to layout, the perception of interior 
quality depends on decoration, wall finish, light 
fixtures, illumination, and ceiling height. 
Prospective tenants will judge all of these on 
their conformity or lack of conformity to the 
office interior that is available in the most 
prestigious building or space in the market. As 
with any other property, rental value of office 
space is ultimately based on what else is 
available in the market and what might better 
suit a tenant’s needs. In fact, some offices may 
be leased as-is, which affects the price and 
desirability. In other offices, each new tenant 
has the option of overhauling the interior to 
their own specifications. In that case, the 
condition of the suite may not have any effect on 
price desirability. On the other hand, the need to 


spend less money might influence the tenant’s 
desire to lease the space. 


Building services. Prospective tenants judge an 
office building by the quality and variety of the 
available services included in the rent. Most 
important among these are custodial or janitorial 
services; security; prompt response to service 
requests by on-site maintenance personnel; after- 
hours access to the building; availability of after- 
hours heating, ventilation, and air conditioning 
(HVAC); and HVAC maintenance. 


Some office buildings provide special amenities 
for tenant use, such as conference rooms with 
extensive audiovisual equipment and exercise 
facilities. The presence of special amenities in a 
building of retailers, such as stock brokerage 
firms, restaurants, banks, and drugstores that 
serve the needs of employees, is also an asset. In 
some parts of the United States, office buildings 
may include a concierge or even daycare 
services, which could possibly be services 
provided by other building tenants. The selective 
tenant who is shopping for office space or simply 
considering a move takes note of these amenities 
and their direct or indirect costs, but for the 
most part, the availability of amenities 
frequently influences the prospect’s decision. 


Mechanical systems/communications 
technology. Advances in office technology have 
increased demands on electrical wiring and 
HVAC systems. The mechanical systems are 
often a crucial consideration in a prospective 


tenant’s search for space to lease. Tenants 
increasingly request more power and bandwidth 
to support the use of wireless internet services, 
video conferencing, and other bandwidth- 
intensive applications. To keep pace with this 
demand, buildings continue to acquire smarter 
information systems that require more room for 
ducting and wiring. Newer buildings usually 
have state-of-the-art systems that can keep pace 
with user demands. They incorporate computer 
controls into the electrical and HVAC networks 
to monitor and regulate energy usage, and they 
include advanced wireless telecommunications 
systems. 


Owners and managers may consider retrofitting 
buildings that do not meet the infrastructure 
demands of new technology. However, many 
buildings—even relatively new ones—cannot 
easily be retrofitted to accommodate the many 
technological advances. In some cases, the costs 
of retrofitting may be prohibitive. In other 
circumstances, the design of the building may 
preclude an efficient or cost-effective retrofit. In 
fact, some buildings cannot be retrofitted at all. 
This functional obsolescence is one reason class 
A buildings become class B or class C despite 
good locations and high management standards. 


Tenant mix. Image and reputation are crucial 
elements in business, and fellow tenants in an 
office building can enhance (or detract from) 
these qualities. For this reason, both the 
prospective tenant and the real estate manager 


of the property closely examine the tenant mix in 
an office building. A prospective tenant guards 
against other tenants who might not contribute 
positively to their reputation or avoids locations 
near direct competitors. 


The principal tenant in the building usually 
governs the overall tenant mix. For example, if 
the major tenant is a bank, other financial 
enterprises—investment and mortgage bankers, 
brokerage firms, and accounting services—will 
seek space in the building because of that 
tenant’s reputation in its industry. The name of a 
major tenant is often applied to the building, 
and that can further encourage a particular type 
of tenant to lease space or discourage a major 
competitor. 


Although tenant mix is more vital to retail 
properties, it is also important to be wary of 
prospects whose businesses may detract from the 
office property’s image and reputation. Such a 
tenant may have a negative effect on the 
businesses of other tenants, which can result in a 
decline in the property’s reputation and income. 


Sustainability. In today’s age of efficiency, it’s 
not just building owners and real estate 
managers who are focused on conservation. The 
Better Buildings Initiative was developed 
specifically for commercial properties because 
they use about 20 percent of the energy 
consumed in the United States. In this 
incentives-based program, national housing and 
real estate associations have supported the 


government’s plan to provide more generous tax 
credits and more incentives for owners who 
undertake costly retrofits on existing properties. 
Many programs exist for improving the 
building’s performance, but the two major 
organizations are (1) the U.S. Green Building 
Council (USGBC), which offers a Leadership in 
Energy and Environmental Design (LEED) 
certification, and (2) ENERGY STAR, which is a 
joint program of the U.S. Environmental 
Protection Agency (EPA) and the U.S. 
Department of Energy (DOE). 


Leadership in Energy and Environmental 
Design (LEED) certification. The USGBC, a 
nonprofit organization, offers a LEED 
certification—an internationally recognized 
green building certification system. This 
certification provides building owners and 
real estate managers the understanding 
needed to implement practical, 
environmentally friendly building design, 
construction, operations, and maintenance 
solutions. It leads real estate managers and 
owners to examine their building life cycle 
patterns and even to go beyond the building 
into the neighborhood and local communities. 
The LEED certification is a performance-based 
system—designed to be comprehensive in its 
scope and simple in its operation—that offers 
earnable credits. There are four rating levels, 
including certified, silver, gold, and platinum. 
These levels indicate a varying level of utility 
resource efficiency, using less energy and 


water but also resulting in reduced 
greenhouse gas emissions. Tenants often seek 
out LEED-rated buildings to satisfy customer 
or client demands, fulfill a corporate goal, or 
simply be on the forefront of eco-friendly 
efforts. Gaining this certification involves an 
elaborate process, but its overall goal is to 
increase the importance of sustainable 
development and its practice nationwide. 


ENERGY STAR. The ENERGY STAR program 
was created to help the public save money 
while protecting the environment through 
energy-efficient products and practices. In its 
early initiatives, ENERGY STAR focused on 
creating specific products (e.g., dishwashers, 
refrigerators, and washing machines) that 
reduced greenhouse gas emissions, but it then 
expanded to cover the development of 
commercial and industrial buildings. This 
program functions much like the LEED 
certification, where a rating system is in place 
that scores the building’s overall energy usage 
and performance. With the highest rating of 
100, a building must score at least a 75 to be 
eligible to display the ENERGY STAR label. 
ENERGY STAR Portfolio Manager is the 
online program used to measure and track 
utilities usage for comparison to similar 
buildings. In earning and displaying the 
ENERGY STAR label, the real estate manager 
is highlighting the building’s achievements to 
the public by showing current and 
prospective tenants that the building has met 


strict energy efficiency guidelines. As more 
jurisdictions are implementing benchmarking 
programs, ENERGY STAR Portfolio Manager 
is being used to track utilities usage and is 
shared with various other sources for easy 
reporting 


IREM Certified Sustainable Property (CSP). 
The IREM (CSP) certification is an attainable, 
affordable, and meaningful recognition 
program for all commercial properties. The 
certification gains recognition for properties 
not covered by the previously mentioned 
programs, while extending sustainability 
across the real estate manager’s portfolio. 
This certification is a good way to start a 
sustainability initiative from scratch, if 
necessary. The following lists the 
prerequisites for office buildings: 


e At least 25,000 sq. ft. 

+ At least eighteen months after 
substantial completion or 
repositioning 

* At least 75 percent occupancy 

° Smoke-free property 

e In compliance with all 
environmental laws 

e Commitment to respond to an 
annual IREM survey on 
sustainability 


The CSP allows real estate managers to train 
their staff on sustainability and resource 


efficiency while also marketing the property’s 
sustainability success. 


Tenant selection and criteria 

Just as an office tenant anticipates being in a 
building for several years, the real estate 
manager should seek tenants who can and will 
commit to a long-term relationship. The 
following lists four major criteria to consider for 
the prospect’s type of business and company 
reputation: 


1. Financial stability 
2. Long-term profitability 


3. Space requirements 


4. Service requirements 


The value of an office building is based partly on 
the business reputations of its tenants. The 
prospect’s business should be compatible with 
the mix of tenants already in the building, and 
its reputation should enhance or at least 
reinforce the reputation of the building as a 
whole. 


Financial stability 

Investigating the credit of prospective tenants is 
often easier compared to checking residential 
prospects because the basic information about 
the tenant’s financial stability is usually public 
information. Ultimately, the property owner is 
responsible for reviewing and accepting or 
rejecting the financial condition of a tenant, but 


it’s the real estate manager or leasing agent who 
gathers the information. A prospective tenant 
should complete an application that lists the 
following basic items: 


° Type of business 


+ Length of time tenant has been at 
current address 


e Previous address 
e Principals of the business 


e State in which the business is 
incorporated (if a corporation) 


¢ Location of the home office (if a 
branch office) 


* Type of space the business is seeking 
+ Names of its bankers 


e Credit references (usually vendors) 


Financial statements should be obtained. Good 
sources of credit and financial information are 
the Dun & Bradstreet credit rating (a leading 
source for commercial credit rates), local 
chamber of commerce or business organization, 
and the prospect’s bankers and suppliers. 


Long-term profitability 

When determining the long-term profitability of 
the prospective tenant, gathering information on 
the company’s history is vital. Consider the 
number of years in business, along with the 


company’s financial success. Requesting a 
prospective tenant’s business plan is not an odd 
request—especially if it’s a relatively new 
business venture. In fact, large multinational 
firms can potentially face bankruptcy just as 
suddenly as smaller firms. 


Regardless of the company’s size or reputation, 
every potential tenant should be closely 
examined on a consistent basis. Investigate how 
the business is constituted as a legal entity by 
requesting articles of incorporation. In addition, 
confirm the authority of the person who will be 
executing the lease and that they are authorized 
to do so. When appropriate, seek legal advice for 
the necessary procedures for checking the 
Specially Designated Nationals and Blocked Persons 
List (SDN) as provided by the U.S. Department of 
Treasury.1 


Space requirements 

One of the most complex issues of tenant 
selection is deciding whether the building has 
adequate space for a specific prospect. Efficient 
use of space is crucial, and some prospects may 
not qualify as tenants simply because the 
available space cannot be designed to comply 
with their requirements. The following three 
factors must be considered in determining 
whether the available space is suited to a 
particular prospect: 


1. Configuration of the available 
space. No guarantee exists that a 


prospect currently occupying 10,000 
sq. ft. of space can operate efficiently 
in the same amount of space in a 
different building. Exterior walls, 
window placement, columns, elevator 
shafts, and stairwells cannot be 
moved or altered to suit the 
requirements of individual tenants. 
Those structural elements usually 
determine the size and configuration 
of the building’s floor plate (rentable 
floor size) and, thus, determine 
whether a specific space can be 
configured to meet a prospect’s needs. 


. The nature of the prospect’s 
business. Depending on the type of 
organization, it may require many 
executive offices, which are usually 
located along exterior walls of the 
building because the lighting and 
view are signs of prestige. However, 
it’s becoming increasingly popular to 
have an open-space concept for 
offices that are laid out for natural 
light to permeate the entire space, 
while the private offices are stationed 
in the interior of the space. 
Regardless, corner offices for senior 
executives or for conference rooms 
are still common. On the other hand, 
an organization that has a particularly 
large clerical staff usually has less 
demand for perimeter space, while 


companies that need video recording 
or sound studios may need 
soundproofing and space without 
windows. 


3. A prospect’s plans for future 
expansion. If a company expects to 
grow significantly, consider how the 
building can accommodate that 
growth, especially if the prospect will 
need adjacent space. An allowance of 
about 75 sq. ft. of floor space per 
worker will provide a large enough 
area to accommodate clerical staff, 
along with the necessary space for 
cabinets, required equipment that is 
not part of the employee’s work area, 
and aisles between the desks. 
Individual workstations with movable 
partitions may enclose only 50 to 60 
sq. ft. of floor area. However, if the 
design is to include a large number of 
private offices, consider square 
footage of individual offices along 
with separate allowances for 
conference rooms. Most companies 
will already know the specific square 
footages and required floor plans. 


Space needs and office configurations change as 
technology fosters in-house teamwork. Some 
companies encourage employees to work at 
home, which often requires less overall 
workspace. With fewer staff members working in 


the office, space can be allocated for shared use 
by workers who come in periodically—referred 
to as hoteling—or for groups to work together on 
projects requiring collaboration rooms. Those 
who work in the field or at home use temporary 
workspaces where they can plug into the 
network and use the phone and other office 
equipment. They may also use their inside time 
to attend meetings, give reports, or interact with 
other staff members, while other times they 
might telecommute. These and other technology- 
supported strategies have affected how much 
space is allocated for individual employees and 
work functions, which is sometimes less or 
sometimes more than in past requirements. 


Service requirements 

Prospective tenants sometimes need special 
services to be able to conduct their business, and 
those requirements should be thoroughly 
considered in the qualification process. The 
following provide situations that require extra 
research: 


e A higher level of security than is 
currently provided 


+ An extraordinary need for electrical 
power or HVAC 


+ Business hours that differ radically 
from those currently established for the 
building 


+ Any other service that differs 


significantly from standard operations 


If such factors are not given proper 
consideration, the building may operate at a loss 
because of a particular prospect’s tenancy. 
Before rejecting a prospect outright, analyze the 
actual costs and the cost-benefit ratio over the 
long term. Deciding who will pay for the 
proposed accommodation (tenant/capital 
improvements) is one of the lease terms to be 
negotiated. For example, a prospect may require 
extensive wireless access capabilities and may be 
seeking an office building that has a state-of-the- 
art wireless system. Meeting these requirements 
may necessitate a large investment when 
retrofitting a building for wireless technology 
cannot always be done successfully. However, 
evaluation of an accommodation is warranted 
for the following reasons: 


1. The first installation of this kind will 
make a future installation less 
difficult, less costly, or perhaps 
unnecessary—it can also make 
securing tenants with similar needs 
easier. 


2. The prospect will most likely 
understand the amount of work and 
the expense involved in installing the 
equipment and be more likely to seek 
a long-term lease at higher rents to 
avoid repetition of this investment. 


Office rent 


New office space is commonly leased as shell 
space—enclosed by outside walls and a roof, 
with a concrete slab floor and utilities in place. 
The plumbing and electrical installations are 
unfinished, and the space has no partitioning 
walls, ceiling tiles, wall coverings, or flooring. 
Office users generally have unique requirements 
for the space they lease, and it is easier to design 
and build out an unfinished space. Construction 
of tenant improvements (TIs) may be done 
according to the incoming tenant’s 
specifications. Even a previously rented space 
may be gutted and rebuilt for succeeding 
tenants. Similar to shell space, vanilla shell space 
refers to spaces that usually have an Americans 
with Disabilities Act (ADA)-compliant restroom, 
walls ready for paint, floor ready for floor 
coverings, and ceiling tiles and lighting in place. 


Rent is usually charged on a per-square-foot 
basis. It may include repayment of some or all of 
the monies advanced to finance TIs to the leased 
space, which would be amortized over the term 
of the lease. Some property operating expenses 
—real estate taxes, insurance, common area 
utilities, and maintenance—may be included in 
the rent or charged separately on a pro rata 
basis. Tenants’ electricity or other utilities may 
be metered individually, and the utility company 
may bill the tenant directly. Submeters may also 
be installed on shared utilities that determine 
the exact usage for a particular tenant and billed 


accordingly. 


Measuring rentable and usable space 
Accurate measurement of the space is crucial to 
maximize rental income and the market value of 
the property. Three concepts are central to the 
measurement of office space (Exhibit 13.2): 


1. The gross area of a building is its 
entire floor area measured to the 
outside finished surface of its 
permanent walls. 

2. The rentable area of a building is the 
entire interior floor area less vertical 
penetrations through the floor—air 
shafts, elevators, stairways, etc. 


3. The office usable area is the rentable 
area less certain common areas that 
all tenants share, such as the 
corridors, common areas, and 
restrooms. It’s the actual office space 
occupied by the tenants. 


Exhibit 13.2: Office building gross, 
rentable, and usable areas 


Major Vertical Common Areas Office Space 
Floor Penetrations 


Public Corridor 


Public Washroom 
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Vertical sections include each part of a window, wall, or external construction 
feature of an office building where the inside finished surface area varies 
from the inside finished surface area of the adjoining window, wall, or 
external construction feature, ignoring the existence of any columns. 


In order to establish profitable rental rates, know 
how much space in the building generates 
revenue (rentable area) and how much of that 
space can actually be occupied (usable area). 
Accurate measurement of the rentable area is 
extremely important. In a building that has 
100,000 sq. ft. of rentable area, a 1 percent error 
would amount to 1,000 sq. ft. If the average rent 
were $30 per sq. ft. per year, that 1 percent 
error would result in a loss of $30,000 in rental 
income each year. The resale value of the 


property would likewise be reduced; at a 
capitalization rate of 10 percent, the $30,000 
shortfall would lower the property value by 
$300,000. 


Usable space. The usable area of a tenant’s 
leased office space is the area bounded by its 
demising walls—the partitions that separate one 
tenant’s space from another—the interior of the 
corridor wall, and the interior of the exterior 
wall. The usable area is available for the tenant’s 
exclusive use. This area may occupy a portion of 
a floor, an entire floor, or a series of floors. 
Although the usable area is the amount of space 
in the tenant’s sole possession, rent is usually 
quoted on the rentable area. 


Rentable space. The rentable area of a tenant’s 
leased office space usually includes certain 
common areas in addition to its usable area. In a 
multistory office building, all tenants in an office 
building pay rent for their proportionate share of 
building common areas—the ground-floor lobby 
and any other common areas, including 
conference rooms, mailrooms, building core, 
visitor or shared restrooms, landscaping, 
window washing, and services that mutually 
benefit all tenants. 


Standardized measurement. To avoid 
discrepancies, the standardized method used by 
the Building Owners and Managers Association 
(BOMA) International2 is usually adopted. The 
Office Building: Standard Methods of Measurement 
(ANSI/BOMA Z65.2 2019), which can be 


obtained from BOMA, includes definitions, 
illustrations, and calculations. This standard, 
commonly referred to as method B, discusses the 
single load factor method, which is an updated 
calculation applied to the occupant area of each 
floor to determine the rentable area and is the 
same for all floor levels of a building. 


The International Property Measurement Standard 
(IPMS) is an international standard for 
measuring office space that is globally accepted 
in the industry.3 The recommendation for all 
measurements is supported by CAD (computer- 
aided design) drawings or BIM (building 
information modeling) data. There are three 
basic area definitions used: 


1. IPMS 1—Comprises the overall area 
of the building, comparable to the 
gross area under the BOMA standard 

2. IPMS 2—Represents the area of the 
interior of the building, segregated 
into eight distinct components. 


3. IMPS 3—Represents the area assigned 
for the exclusive use of an occupier 


The standard method computes a tenant’s 
rentable area by multiplying the tenant’s usable 
area by an R/U ratio, which is the rentable area 
of a floor divided by the usable area of that same 
floor. A pro rata share of the building’s common 
areas is then added to the basic rentable area to 
arrive at the tenant’s total rentable square 


footage. The larger the R/U ratio, the greater the 
rent paid for the common areas. Prospects are 
usually more inclined to choose rental space that 
has the lowest R/U ratio. Older buildings usually 
have high R/U ratios, which is another 
characteristic used to classify buildings—similar 
to classes A, B, and C described previously in 
this chapter. 


In some markets, an add-on factor (or load factor) 
(Exhibit 13.3) may be used to account for the 
proration of the common areas among individual 
tenants. This may or may not be equal to the 
ratio between the rentable and usable areas. 
Some markets may establish a standard or 
accepted add-on factor. In other words, the R/U 
ratios of buildings in the CBD may range from 
10 to 13 percent, but a standard add-on of 11 or 
12 percent might be applied to all usable area 
rents in the market. This can effectively 
eliminate one point of negotiation on a market- 
wide basis. 


Exhibit 13.3: Use of an add-on factor 


Rentable area 18,760 sq. ft. 
Common area 2,010 sq. ft. 
Usable area (Total) 16,750 sq. ft. 


Rentable area (18,760 sq. ft.) / Usable area (16,750 sq. ft.) 
= R/U ratio = 1.12 (add-on factor) 


Usable area X112 = Rentable area 
Tenant A: 5,000 X112 = 5,600 sq. ft. 
Tenant B: 4,250 X112 = 4,760 sq. ft. 
Tenant C: 3,500 X 1.12 = 3,920 sq. ft. 
Tenant D: 4,000 X112 = 4,480 sq. ft. 
Total: 16,750 X 1.12 = 18,760 sq. ft. 


In this sample calculation, the add-on factor is the R/U ratio. In some markets, an 
add-on factor that is not equivalent to the R/U ratio may be used. 


Building standards 

Developing the building standard for finish elements throughout the building 

is a task shared between the real estate manager and the property owner 
because it defines the quantity and quality of construction involved. Some of 
the finish elements may include materials for partition walls near corridors and 
regular interior walls, as well as some of the following components that must be 
considered in making decisions: 


+ Carpeting or hard-surface flooring 
+ Baseboards (or wall base) 

+ Window coverings 

+ Ceilings 

+ Light fixtures 

+ Paint or wall coverings 

+ Doors and door hardware 


+ Keying systems 


The building standard should also address electrical wiring, switches, electrical 
and telephone outlets, and supply-and-return air vents for HVAC, while 
specifying compliance with applicable codes. 


The dollar amount for the tenant improvement (TI) allowance is also discussed with 
the property owner when establishing these building standards. Because this 
allowance is a negotiable item, it can be based on the use of building standard 
materials—the tenant may be responsible for any cost overruns. If materials 
other than the building standard are used, the tenant will most likely be 
responsible for the difference in cost. 


Because market quality standards evolve as new materials and new technology 
become available, the building standards should be periodically reviewed 

and updated. Building codes and other relevant regulations also change from 
time to time. All these factors can affect building standards. For instance, the 
accessibility requirements of the ADA affect both building rehabilitation and new 
construction, which should be a consideration in planning TIs as well. 


Establishing rates 

The rental rate for a building depends on local 
practice and market conditions. Rent for office 
space is commonly quoted per square foot, 
either per month or per year. To determine the 
rent, first establish the lowest acceptable dollar 
amount per square foot that will offset debt 
service, operating expenses, and vacancy loss— 
and yield the owner’s desired return on the 
investment. 


If the calculated rental rate is greater than the 
market will bear, the real estate manager will 


have to examine alternatives for reducing 
expenses in order to lower the rent to be 
competitive. Otherwise, the owner may have to 
accept a lower return on the investment. In ideal 
circumstances, market conditions will allow 
rents to be higher than the calculated rate. The 
marketplace will also dictate whether and which 
operating expenses the owner can include in the 
rent or charge directly to tenants on a pro rata 
basis. 


As with any other property, the rent that an 
office building earns depends on its condition 
and location. In most markets, higher floors and 
better views command higher rental rates. In 
terms of height, both extremes of the building 
will need to be examined. The anticipation of 
high income from upper floors must often be 
tempered with lower expectations for office 
space closer to the ground. Although a high-rise 
office building will most likely generate a 
considerable amount of income from its upper 
floors, that amount may not be sufficient to yield 
a high income for the building overall. 


For example, a desired average rental rate of 
$30 per sq. ft. might be calculated per year for a 
fifty-story, class A office building. A spectacular 
view in this structure creates a high demand for 
space on the upper floors, most of which can 
easily be leased at rates between $40 and $45 
per sq. ft. per year. However, the lower floors 
cannot expect to command such a high rent, so 
space might have to be leased on those floors for 


rates that are at or below $30 per sq. ft. per 
year. Ideally, the income the upper floors 
produce should offset the lower rates achieved 
from the lower floors. 


In CBDs, leasing ground-floor space to retailers 
may be possible, and that can yield additional 
rent. Retailers may pay higher rates for the 
space. Sometimes the rents for ground-floor 
retail space are just as high as, or higher than, 
the rents for the top floors due to the high 
visibility of the business on the ground floor. 


Space planning 

A business that is seeking office space will 
always be concerned about the comfort of their 
employees and the efficient use of the space they 
lease. During the space planning process, 
prospective tenants require the real estate 
manager’s assistance when determining the 
optimum square footage they will need. If a 
tenant pays for unused space, the tenant is 
essentially wasting money. On the other hand, 
crowding too many employees into an office can 
easily waste the same amount of money through 
inefficiency. 


Space planning truly incorporates the prospect’s 
square footage requirements, organizational 
structure, aesthetic preferences, equipment 
needs, and financial limitations into the design 
of a specific floor plan that indicates how office 
equipment, rooms, and hallways will be placed 
in the rental space to optimize workflow. In 
some cases, a space planner, designer, or 


architect prepares preliminary drawings. CAD 
equipment can quickly and economically create 
different space arrangements for visual purposes. 
The space plan can aid in lease negotiations to 
determine the amount of TI funds that should be 
allocated to the project. After the lease 
negotiations are completed and confirmed, 
detailed plans are then prepared and later 
implemented. 


Tenant improvements 

Whether the owner or the tenant pays for 
construction costs that exceed the standard TI 
allowance depends on the market conditions and 
occupancy level in the building. One of four 
options is possible: 


Owner pays 
Tenant pays 


1. 
2. 
3. Both owner and tenant pay a portion 
4. 


Owner lends the incoming tenant the 
funds for the construction; the loan is 
amortized over the life of the lease 
and paid back with interest as part of 
the rent 


While a loan paid back via rent is common, the 
tenant can also seek financing from other 
sources or pay for the construction outright. TIs 
are more frequently used as an incentive in a 
renter’s market than in an owner’s market. 
Because a commercial lease is usually a long- 
term contract, sacrifices early in the term may 


have lasting rewards for both tenant and owner. 
However, incentives that are too liberal may 
attract prospective tenants who are less than 
ideal candidates for the space, and that can 
burden the property with excessive expenses for 
many years. 


It is important to note that a significant 
investment in TIs by the building owner at the 
beginning of the lease will take many years to 
recover—either with an amortized payback by 
the tenant or in higher rents. Should the tenant 
fail and vacate early in their tenancy, the owner 
may not realize any return on investment (ROD, 
depending on the outcome of any collection 
activities or negotiated termination settlement. 
Property owners should be cautious when 
investing large sums in TIs for start-up firms or 
firms in less than stable industries. In those 
instances, owners may negotiate lower rents for 
tenants that provide their own TIs, reducing the 
initial outlay of cash from the owner and 
reducing the risk of loss. 


No matter how payment is arranged, the real 
estate manager and property owner will retain 
final authority on all construction in the office 
building. A construction firm is usually 
contracted to complete the buildout of a multi- 
tenant office building by the owner or the real 
estate manager working on the owner’s behalf. 
The supervision of construction ensures that the 
integrity of the property’s image will be 
maintained, which is a nice benefit for the 


tenant because it ensures high-quality 
workmanship at the lowest cost. Another benefit 
is that the owner’s preferred contractor is 
usually more familiar with the building and its 
systems, which reduces the overall costs of 
construction and provides knowledgeable, 
realistic estimates and timing of the work so that 
move-in is on schedule. 


In special cases, the owner (or the manager on 
the owner’s behalf) can allow the tenant to 
contract for the construction. This may be the 
case in offices in flex spaces, which are single- 
story structures designed to facilitate different 
configurations that accommodate both large and 
small space users, as well as some non-office 
uses such as laboratory or light manufacturing. 
When dealing with flex spaces, the tenant must 
meet strict conditions, such as the owner’s 
preapproval of plans; use of approved licensed, 
bonded contractors and subcontractors; and 
requirements for specific insurance coverages 
and lien releases after construction is completed. 


Office condominiums 

A less common agreement involves office 
condominiums, which offer ownership of the 
office space as an alternative to leasing. They 
appeal to medical and dental practitioners, real 
estate firms, financial planners, entrepreneurs, 
and small companies that need 1,000 to 10,000 
sq. ft. of space. 


Not only do owners acquire equity in the 


property, but they are also able to project and 
control their costs of occupancy. Office 
condominiums do not offer much flexibility to 
expand or contract as businesses need change. 
Like residential condominiums, office 
condominiums offer different challenges for real 
estate managers. In certain situations, the real 
estate manager might serve as an association 
manager, which is common for condominium 
association management. 


Medical office buildings 


For many years, well-located medical office 
buildings (MOBs) have been considered very 
stable commercial real estate investments. 
MOBs, whose space is leased primarily to 
medical and dental professionals, must be 
modified to meet those tenants’ needs for 
additional—sometimes specialized—plumbing 
and electrical wiring. Because the nature of their 
clients are patients who are ill, there is more 
exposure to blood-borne pathogens and other 
hazards; therefore, the services MOBs provide 
mandate special care in cleaning and waste 
disposal, and the lease must address those issues. 
Entrances and other common areas—including 
parking—must accommodate individuals who 
are disabled and ailing and may require larger 
doorways for stretchers and/or unique entrances 
for ambulances or other specialized cars. In 
addition to doctors and dentists, other possible 
tenants within MOBs include pharmacies, 
biomedical laboratories, physical therapists, 


optical services, pain management clinics, and 
health maintenance organizations. For new and 
repositioned MOBs, excellent facility and asset 
management services are essential, along with 
specialized marketing and leasing, repositioning 
strategies, sales and acquisitions, and even 
design and development services. 


For the most part, MOBs are costly to develop— 
TIs cost two to four times those of standard 
office buildings. Therefore, the TIs are amortized 
over longer periods, and leases typically have 
ten-year terms instead of the standard three- to 
five-year term for regular office leases. However, 
a benefit of working with MOBs is that tenant 
turnover is extremely low, especially when they 
reach a stable occupancy. More detailed 
information on MOBs and clinical facilities 
management can be found in the IREM 
publication Managing and Leasing Commercial 
Properties, Second Edition (Chicago: Institute of 
Real Estate Management, 2016). 


Shopping centers 


More often than not, shopping centers, which 
are considered retail properties, are constantly 
changing. With the shifts in consumer trends 
come new retail concepts and the need to adapt 
to changing demographics and consumers’ needs 
and wants. This cycle creates opportunities for 
shopping center and retail property owners 
looking to take advantage of development, 
renovations, and adaptive uses occurring within 
the marketplace. Managing shopping centers is 


similar to managing office buildings in that it 
involves a longer lease term, a greater 
complexity of rent payments, and an increased 
involvement with tenants. 


A shopping center has a unified image, and the 
property is planned, developed, owned, and 
managed on the basis of its location, size, and 
types of shops as they relate to the trade area the 
shopping center serves—the area from which 
customers are drawn. Shopping centers are 
classified into two types: (1) malls and (2) open- 
air centers—each of which is further classified 
into many subcategories. 


1. Malls: 


e Regional malls 
+ Super-regional malls 


4. Open-air centers: 


e Neighborhood shopping 
centers 

e Community shopping centers 

* Convenience centers (strip 
shopping centers) 

e Lifestyle shopping centers 

+ Power shopping centers 

+ Specialty shopping centers 
(theme or festival centers) 

e Outlet shopping centers 


In addition to shopping centers, other retail 


properties and retail components can be located 
in mixed-use developments, where retail 
components have been added to office buildings, 
apartments, and hotels. Just like office buildings, 
shopping centers are classified by their size, 
tenant mix, anchor tenants (main traffic draw 
and usually largest tenant), and roles in the 
community. 


Property analysis 

Unlike the property analysis for office buildings, 
shopping centers do not involve an analysis by 
class structure. Instead, they are categorized 
according to the nature and variety of 
merchandise they offer and the size of their 
trade areas (Exhibit 13.4). The following are 
other considerations to take into account when 
analyzing the property: 


e Aesthetic appeal 


* Location 


e Accessibility (proximity to public 
transportation) 


e Availability of parking 


e Additional amenities (e.g., daycare 
services and children’s play areas) 


Exhibit 13.4: sels center types 
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square footage, which is expressed as gross 
leasable area (GLA) in reference to both the 
shopping center as a whole and the individual 
store interiors. In an enclosed shopping mall, the 
gross floor area includes the mall’s GLA plus the 
common areas—courtyards, escalators, sidewalks, 
parking areas, and so on—that are not used 
exclusively by individual tenants. 


Most shopping centers have at least one anchor 
tenant, such as a department store or 
supermarket that has large space requirements. 
Ancillary tenants occupy the smaller store spaces 
in a shopping center, and because of their 
specialization (jewelry or stationery), they 
attract additional customers to the center. 
Ancillary tenants rely heavily on the customers 
generated by the anchor tenant and serve to 
complement the product or services of the 
anchor. Shopping centers can be further 
differentiated by a variety of marketing and 
management strategies because they influence 
how each center is perceived. 


Malls 
Malls are more than just places to buy 
merchandise—they are gathering places for their 


communities, providing fashion, mass 
merchandising, entertainment, restaurants, and 
sometimes educational activities. A successful 
mall usually has few vacancies and new tenants 
each year. New or renovated amenities such as 
benches, restrooms, children’s play areas, and 
landscaping are continually evaluated, 
upgraded, and added. Because of a mall’s size 
and complexity, real estate managers are 
constantly re-evaluating the tenant mix and 
physical setup to make the necessary changes to 
remain competitive. 


The very first malls were built in the 1950s, but 
the greater numbers were not developed 
throughout the United States until the late 
1970s. Since the first malls, many generations of 
malls have developed. Two of those generations 
are the (1) regional mall and (2) the super- 
regional mall, which are recognized as two 
different types but are both categorized within 
an enclosed setup. 


Regional mall. These large shopping centers 
have one or more full-line department stores as 
anchor tenants. The presence of a department 
store tends to attract such ancillary tenants as 
men’s and women’s apparel stores, optical shops, 
electronic equipment stores, and jewelers. If the 
anchor tenants are high-end department stores, 
the other tenants should offer medium- to high- 
end merchandise. Several stores of one type—for 
example, three to five shoe stores—are often 
located throughout these centers. The majority 


of regional malls include small fast-food outlets 
arranged in a food court, while others might also 
have cinemas. Regional malls contain 400,000 to 
800,000 sq. ft. of GLA. Their trade area has a 
radius of seven to ten miles, and they usually 
serve a population of 150,000 to 300,000. 


Super-regional mall. These malls are similar to 
regional malls, but because of their larger size, 
super-regional malls have more anchors and 
ancillary tenants offering a wider selection of 
merchandise. They draw from a larger 
population base, including four or more full-line 
department stores and 100 to 150 small shops. 
Super-regional malls, as well as some regional 
malls (and large community shopping centers), 
may include separate buildings on-site called 
outlots—out parcels or pads. Banks, restaurants, 
automotive service centers, and movie theaters 
are common tenants for these spaces. A super- 
regional mall has 800,000 to 3 million sq. ft. of 
GLA. Its trade area has a radius of 10 to 20 
miles, and it serves a population of 300,000 or 
more. 


Open-air center 

Although the first generation of the mall was the 
open-air, single-level regional mall, it became an 
even more popular choice for retailers and 
shoppers in the late 1990s. Some of the open-air 
centers actually became hybrids that combined 
the features of regular malls with lifestyle 
shopping centers and power shopping centers. 
The typical square footage of an open-air center 


ranges from 400,000 to 1 million sq. ft. of GLA 
and is anchored by two or three major retailers 
—usually full-line department stores or other 
specialty stores. A major advantage of open-air 
centers is that the maintenance costs for the 
main common areas are significantly lower than 
regular enclosed malls. The common areas are 
essentially a component of the property’s 
landscaping compared to regional malls where 
landscaping is required along with the additional 
maintenance for the indoor common area. The 
following sections provide more detail into the 
seven subcategories of open-air, single-level 
centers. 


Neighborhood shopping center 

The most common anchor tenant in a 
neighborhood shopping center is a supermarket or 
super drugstore—or a combination of the two. 
Neighborhood shopping centers usually have 
fifteen to twenty-five small shops, and the 
ancillary tenants include dry cleaners, bank 
branches, beauty supplies, and smaller gift 
shops. The GLA of a typical neighborhood center 
is between 30,000 and 150,000 sq. ft., serving a 
population of 5,000 to 40,000. The 
neighborhood center is initially developed to 
provide local goods and services for the day-to- 
day needs of consumers in the immediate 
neighborhood. These centers are usually 
configured in a straight line or are L-shaped and 
do not contain enclosed walkways, although 
sometimes canopies may connect the storefronts 
to maintain a pleasant, unified image. 


Community shopping center 

Anchor tenants for community shopping centers 
can be supermarkets, large hardware stores, or 
even discount department stores—sometimes a 
super drugstore like Walgreens or CVS. The 
twenty-five to forty ancillary tenants frequently 
include apparel stores, cell phone providers, 
beauty supplies, family shoe stores, and fast-food 
operations—either in-line or built in an L-shape. 
Community shopping centers range in size from 
150,000 to 400,000 sq. ft. of GLA and usually 
require a population of 100,000 to 150,000 to 
sustain them. Community shopping centers are 
similar to neighborhood shopping centers but 
are much larger and offer a wider range of 
apparel and other goods, such as home 
improvement/furnishings, toys, electronics, and 
sporting goods. 


Convenience (strip) shopping center 

The smallest type of shopping center is the 
convenience shopping center, which usually has a 
convenience market anchor (such as a 7-Eleven) 
or another grocery store with a few small shops 
(two to ten stores). A combination gas station 
and food store is also common. Similar to 
neighborhood shopping centers, convenience 
centers are often designed in a straight line and 
are most often referred to as strip shopping 
centers. These centers usually have 5,000 to 
30,000 sq. ft. of GLA with an anchor tenant that 
is usually open 24/7. The ideal location is on a 
corner or anywhere along a high-traffic street. If 
it is well located and fully leased, a convenience 


center can succeed in an area with a population 
of 1,000 to 2,500. 


Lifestyle shopping center 

Even though lifestyle shopping centers were 
developed in the early 1990s, the beginning of 
the new millennium marked a significant 
increase in these centers, which appear as strip 
shopping centers but are composed entirely of 
destination tenants—offering specialty shops 
such as beauty salons, barber shops, nail salons, 
or shoe repair services. Lifestyle centers 
normally represent the upscale end of 
commercial development and often have a main 
street design with high-quality outdoor features, 
ranging from 150,000 to 500,000 sq. ft. of GLA. 
Although the community role of these centers is 
similar to regional malls, they provide a broader 
selection of high-end fashion, jewelry, and gifts 
—along with fine-dining restaurants and 
entertainment options. 


The trade area may vary greatly from one center 
to another, depending on the local competition. 
For the most part, these centers have few small 
shops because they lack the traditional anchor 
tenants. These centers typically rely on 
customers with disposable income vs. 
neighborhood centers where shoppers usually 
buy necessities. 


Power shopping center 

A type of super community shopping center, the 
power shopping center gets its name from each 
anchor tenant’s ability to attract customers from 


a wide area. Several large anchor tenants and 
strong, high-volume, heavy-advertising retailers 
occupy most of the space. Some of the following 
are typical anchor tenants in power shopping 
centers: 


e Home furnishings 

+ Discount department stores 
+ Home and garden stores 

e Office supplies 

e Sporting goods 

* Home improvements 


e Consumer electronics stores 
(computers, major appliances) 


Power centers have GLAs ranging from 250,000 
to 600,000 sq. ft. and at least four category- 
specific, off-price anchors—each occupying 
20,000 sq. ft. or more of GLA. The trade area 
may extend up to thirty miles, depending on 
local competition, and they need a minimum 
population of 150,000. However, power 
shopping centers have some disadvantages. A 
minor disadvantage is that there is limited 
landscaping. A larger problem is that most of the 
tenants offer merchandise that shoppers 
specifically seek out, rather than items 
purchased on impulse as seen in lifestyle 
shopping centers. This is an issue because power 
shopping centers lack the ambiance of a 


community shopping center or a regional mall, 
where the tenants benefit from surrounding 
businesses. For this reason, most power shopping 
centers have grouped together and are often 
located near regional malls to benefit from the 
nearby traffic. 


Specialty shopping center 

Also known as theme or festival shopping centers, 
specialty shopping centers are often characterized 
by a unified theme and located in a high-traffic 
area—tourists are the major component of their 
customer base. Those in downtown areas are 
often the result of an adaptive use of a historic 
building; they usually have an architectural 
theme based on the old design or original use of 
the building or location. Their uniqueness is 
truly their main attraction. However, specialty 
shopping centers do not always have an anchor 
tenant. Instead, the main attractions include 
food services, entertainment establishments, and 
smaller, one-of-a-kind boutiques. Specialty 
shopping centers usually vary in size from 
150,000 to 500,000 sq. ft. of GLA. The specific 
use defines the trade area, and it may extend 
beyond the radius usually associated with 
centers of this size. Specialty shopping centers 
require an area population in excess of 150,000 
to survive. A few examples of specialty shopping 
centers are the Faneuil Hall Marketplace in 
Boston and the Ghirardelli Square and Pier 39 in 
San Francisco. 


Outlet center 


Usually located in rural areas, 50 percent of 
outlet centers consist of factory outlet stores that 
offer name-brand goods at lower prices by 
eliminating the intermediary wholesale 
distributor. These centers can give such large 
discounts because the merchandise consists of 
factory overruns, seconds, dated items, 
overstocks from other stores, and consignment 
purchases from manufacturers. Outlet centers 
have the ability to attract customers from a 
radius of twenty miles to as far as several 
hundred miles in certain rural areas, but they 
traditionally require a minimum population of 
200,000. The square footage of outlet centers 
typically ranges from 50,000 to 400,000 sq. ft. 
Since the late 1990s, the number of outlet center 
developments has decreased substantially due to 
the industry relying heavily on the expansion of 
existing top-tier outlet centers. Outlet centers do 
not have anchor tenants, but they may be 
enclosed or arranged in an open-air, single level. 


Trade area analysis 


The geographic area from which shopping 
centers draw most of their customers is referred 
to as the trade area. The size of the trade area 
depends on the type of shopping center, location 
of competition, and other factors. The actual 
trade area analysis includes a demographic 
profile, which details the social and economic 
statistics of the population, such as size, density, 
growth, and decline, and its vital statistics that 
evaluate age, household size, education, and 


income. The demographic profile shows the 
number of people who are likely customers and 
their purchasing power. The analysis also 
includes a psychographic profile, which goes 
beyond the numbers to examine the interests 
and shopping habits of the people who live in 
the shopping center’s trade area. 


The trade area analysis also indicates the 
potential for a shopping center to succeed in a 
particular location. A new shopping center does 
not create new buying power. It must attract 
customers away from other shopping centers, so 
evaluation of the competition in the trade area is 
important. 


Most trade areas are subdivided into three zones: 
(1) primary, (2) secondary, and (3) tertiary. The 
primary trade area is the immediate area around 
the site and accounts for 60 to 75 percent of the 
shopping center’s sales. The secondary trade area 
usually extends three to seven miles from the 
site (for a regional shopping center) and 
accounts for 10 to 20 percent of sales. The 
tertiary trade area extends fifteen to fifty miles 
from a major shopping center and accounts for 5 
to 15 percent of sales. Every shopping center, 
whatever its size, has a trade area and trade 
zones—the sizes of which vary with the type of 
center and its location. People will usually travel 
only one to two miles to shop for groceries, but 
they will travel three to five miles for apparel 
and household items and eight to ten miles to 
comparison shop for appliances and other major 


purchases. 


Aesthetic appeal, location, and 
accessibility 


The aesthetic appeal of the center plays a strong 
role in attracting customers, particularly for 
regional and super-regional centers. People who 
shop at convenience and neighborhood centers 
live nearby, and proximity is their primary 
reason for shopping there. Small centers are not 
dependent on attracting people from a 
considerable distance, so aesthetic factors are 
not as critical. Larger centers must blend 
function and design to create a safe and 
attractive place to attract people. Important 
decorative features are architectural elements, 
fountains and other gathering places, lighting, 
seating, colors, landscaping, and flooring. 


The value of one location compared to another 
depends on customers’ means of transportation 
within that trade area. Because most people who 
shop at large suburban centers travel by car, 
those centers must be easily accessible and 
should provide ample parking. However, being 
adjacent to a major thoroughfare does not 
guarantee accessibility—especially if traffic 
patterns make entering or exiting the property 
difficult or dangerous. Therefore, distinctive and 
appropriate signage to identify the center, 
clearly marked entrances and exits, and stop 
signs also contribute to accessibility. 


Parking 


First and foremost, parking should be 
convenient. When creating plans for a parking 
lot or garage, a great deal of preparation and a 
solid strategy are essential. Parking for 
downtown shopping centers is usually provided 
in multistory garages incorporated into or 
adjacent to the retail building; shoppers 
sometimes receive a discount on parking if they 
make a purchase. 


Parking for suburban shopping centers is usually 
built surrounding the shopping center. The 
amount of land necessary for parking can be 
estimated in two ways: (1) local zoning 
ordinances specify a relationship between the 
size of the parking area and the size of the retail 
building in square feet (parking area ratio) or (2) 
the number of parking spaces may be based on 
the GLA of the shopping center (parking index). 
The Urban Land Institute (ULI) recommends four 
parking spaces for each 1,000 sq. ft. of GLA for 
centers that have less than 400,000 sq. ft. of 
GLA. A center that has 400,000 to 599,999 sq. 
ft. of GLA should have between four and five 
spaces per 1,000 sq. ft. of GLA. One that has 
600,000 sq. ft. or more of GLA should provide at 
least five spaces for every 1,000 sq. ft. of GLA. 


Parking ratios and indices are merely guidelines 
—many other factors must be considered in 
developing a viable parking plan. For example, a 
mall with a cinema requires a large amount of 
parking. In fact, the required parking ratios are 
usually included when creating the lease with 


major tenants. Different parking angles and 
varied widths of driving lanes between parking 
bays affect the number of stalls that an area can 
include. In addition, shopping centers must 
provide parking for differently abled shoppers, 
so wider stalls and access ramps are needed near 
building entrances. Traffic flow, circulation 
patterns, entrances, and exits are other concerns. 


Managing shopping centers 

The actual management of a shopping center 
requires intensive work and a tireless staff. In 
addition to ensuring that the shopping center is 
up to date, clean, and safe, real estate managers 
deal with the tenants and their concerns on a 
daily basis. Essentially, the tenants’ economic 
survival depends on customers coming to the 
shopping center and visiting their stores. 
Competition among tenants can sometimes be 
intense and might result in strained relations 
unless the tenants are treated in a fair and 
consistent manner. 


In addition to the physical and financial 
management of the property, the real estate 
manager will become intensely involved with 
the general marketing of the site and the 
marketing of each store. In general, real estate 
managers will be more involved with the 
ongoing activities of tenants compared to 
managing office buildings, residential, or 
industrial properties. Oftentimes, real estate 
managers will acquaint themselves with the 
actual retailing and merchandising of each 


tenant. 


It’s important to be aware of the number of 
shoppers that visit the site every day— 
depending on the shopping center, thousands of 
shoppers are not unusual. Such large numbers of 
people can lead to concerns about crime and 
vulnerability to other forms of criminal activity. 
Some anchor tenants employ their own security 
forces, but most shopping centers of significant 
size contract with a security agency to guard the 
premises. In many cases, real estate managers 
have educated tenants and their employees 
about ways to prevent crime and reduce 
criminal activity. Simple measures should be 
taken, such as securing HVAC systems, locking 
down roofs, being more cognizant of delivery 
schedules, and using concrete barricades. 
Further, information from the RAND 
Corporation—a nonprofit organization that helps 
improve policy and decision making through 
research and analysis—indicates that traditional 
security approaches such as installing bollards at 
pedestrian entrances, searching bags, and/or 
encouraging suspicious package reporting can 
help secure the center and reduce criminal 
activity. Other features that increase safety 
include good lighting, limited escape routes, and 
security support from police in the surrounding 
community. 


Tenant selection 


When choosing tenants for retail space, there are 
many factors that must first be weighed. Because 


the main goal is to attract customers to the 
shopping center, the ideal tenant will offer 
appealing merchandise in order to create 
synergy with the other tenants. In addition, the 
ideal tenant’s merchandise should fill a need in 
the market that competing shopping centers do 
not meet. Requirements for store space and 
support services, as well as products or services 
that the retailer offers, must be considered— 
particularly as they affect where the retailer can 
or will be located in the center. All of these 
factors are in keeping with the demographic and 
psychographic profiles of the trade area. Real 
estate managers must scrutinize the retailer’s 
reputation and financial status to determine the 
prospect’s quality, responsibility, and ability to 
pay the rent, which is also relevant in keeping 
up to date on the ever-changing trends in the 
retail business and current economic conditions 
as part of the tenant-selection process. The 
following are the main elements involved and 
types of questions to ask when evaluating the 
retail tenant selection: 


° Retailer’s reputation. How does the 
retailer treat its customers? 


+ Financial stability. Based on the 
retailer’s financial statement, what are 
its liquid assets (e.g., savings account, 
stocks, bonds) and monthly 
obligations? 


* Tenant requirements. How much 


space, visibility, or special needs are 
required? 


* Tenant mix and placement. How 
would the retailer match the types of 
merchandise and price lines in the 
existing retail space? 


Retailer’s reputation 

One of the most important factors to consider 
when choosing a retail tenant is the company’s 
reputation. Because reputation results from 
public perception, learning how a retailer treats 
its customers is important. This is easy to 
ascertain for a store that is part of a franchise or 
chain—or from a company that is planning to 
move from one site to another. A visit to the 
prospect’s present store (or multiple stores if the 
company is a chain) will always reveal much 
about the business’s customer service practices. 
Observing the treatment of customers in the 
store and asking those customers about their 
perceptions of the store can also validate how 
the prospective tenant conducts business. 


Another consideration is merchandise 
presentation. Obviously, a slim inventory of dusty 
items reveals a poor sales record, but fresh 
merchandise presented attractively implies the 
opposite. Salespeople who know their stock and 
present themselves well are assets to the retailer 
and will be the same for the shopping center in 
general. The level of advertising also indicates 
the retailer’s reputation and the effort to 


maintain it. 


Most shopping centers can gain a competitive 
edge if they include a unique business that sets 
them apart from the other well-known 
businesses; they can quickly gain a healthy 
customer base strictly due to their uniqueness. 
Although the risks involved with a new business 
are greater, the rewards can often outweigh the 
risks. A new or developing enterprise may not 
have an existing identifiable reputation, but 
finding out how it plans to operate is not an 
impossible task; in fact, it’s very simple. If a new 
company provides a clear plan of action for its 
new business, and the plan includes an 
investment in inventory and a pricing structure, 
the company will most likely be a better 
prospect than one whose plans are vague. An 
understanding of its probable clientele and its 
competition is also important, along with prior 
retailing and business experience. 


Financial stability 

There was a time when the decision to accept a 
prospective tenant could be based primarily on 
reputation. For instance, the name 
Bloomingdale’s was once sufficient to solidify a 
deal. However, in an age of buyouts and 
takeovers, it’s important to carefully investigate 
the financial health of all prospects. While an 
established store in a chain may be doing 
exceedingly well, that one store may not be an 
accurate reflection of the success of its parent 
company. If the related enterprises are failing, 


the parent company may sell the individual store 
to raise funds. While such an occurrence may 
not affect a prospective tenant’s business, any 
change in the ownership of a complex retailing 
operation increases the risks to the individual 
store and may create a vacancy in the shopping 
center. 


The greatest cause of business failures is 
undercapitalization, which is one reason for 
carefully investigating new or proposed retail 
businesses. The costs of operating a retail 
business include not only rent, utilities, and 
maintenance of the store area but also inventory, 
payroll, store design, fixtures, and advertising. 
For an established business, moving costs and 
the loss of business resulting from the move 
must be considered as well. Prospects should 
have sufficient reserve funds to be able to 
weather an initial lean period after they 
relocate. In order to gain a strong sense of the 
company’s financial stability, request a copy of a 
financial statement that contains information 
regarding the company’s liquid assets and 
monthly obligations. Obtain a Dun & Bradstreet 
credit report, especially when dealing with a 
new business. Some novice retailers expect 
immediate success from the day they open; 
realistically, it can take from one to three years 
to gain the level of success expected. 


Tenant requirements 
The retail tenant’s primary concerns are the 
availability of adequate space for the business, 


visibility of the location, and volume of 
customer traffic that the shopping center 
generates. However, some tenants have special 
requirements. Food service operations have 
unique garbage disposal and pest control 
problems that must be taken into consideration. 


Furniture and appliance stores require 
specialized loading docks. Supermarkets need 
special cooling systems, large areas for short- 
term parking, and enough space for storage of 
shopping carts. Some banks want to provide 
drive-up services for their ATMs. How these 
unique tenant requirements can be met are 
topics discussed during lease negotiations. It’s 
important to be familiar with these special 
accommodations to avoid making unrealistic 
promises during prospecting. Be aware of the 
specific attributes of each space, such as whether 
the space has the potential for certain upgrades, 
the size and capacity of HVAC units, and water 
pressure and grease traps for restaurant tenants. 


When tenants require improvements to the 
owner’s property, it’s extremely important to 
obtain space plans and even as-built drawings, 
which indicate the presence and location of 
certain utilities for future use. If that tenant is no 
longer at the center, the information collected 
from the as-built drawings will be useful or even 
critical for re-leasing that space. From a real 
estate manager’s perspective, it can be 
frustrating when the necessary information is 
not readily available and is costly to investigate 


in the present setup. 


Special services arranged for a specific tenant— 
beyond those normally provided—can lead to a 
concern for other tenants, even if the tenant 
pays for the special services they need. The best 
way to counter these concerns is by explaining 
positive outcomes. For example, if a movie 
theater in a shopping center has a last showing 
that begins at closing time for the other stores, 
the common areas leading to the theater could 
remain open so its patrons can exit after the 
show. Even if the entrances to the stores are 
closed and locked, tenants whose stores are 
adjacent to the theater may be fearful that late- 
hour theater patrons might damage their stores. 
A good way to address this concern could be to 
provide a security guard during late hours or 
until all of the patrons leave. Another option 
could be to limit access to a single entrance 
during the late hours. It might help to point out 
to other tenants that the theater’s last showing 
could spark a swell in business before the stores 
close. 


Tenant mix and placement 

The combination of retailers and service vendors 
that lease space in a shopping center constitutes 
its tenant mix. A shopping center anchored by an 
upscale department store will attract shoppers 
that seek—and can afford—its lines of 
merchandise, whereas a shopping center 
anchored by a discount department store will 
attract people seeking bargains. The best tenant 


mix for each shopping center will always follow 
the anchor’s lead. Therefore, the merchandise of 
the ancillary tenants should never clash with 
what the anchor tenants offer. For example, a 
lingerie shop will probably not succeed in a 
shopping center anchored by a supermarket or a 
hardware store. Instead, a dry cleaner will most 
likely flourish in that type of center because it, 
too, serves immediate needs and conveniences. 


Another consideration that relates tenant mix to 
merchandise is destination shopping versus 
impulse shopping. People usually have a specific 
purpose in mind when they visit an optical shop 
or a pharmacy in a shopping center—their 
search for a particular item or service has led 
them there. If they buy an ice cream cone in the 
process of going to or coming from their 
destination store, that is considered an impulse 
purchase. A good tenant mix serves both 
destination and impulse shoppers and increases 
sales of the center as a whole. 


Shopping centers that have more than one 
anchor tenant must ensure that the merchandise 
that each offers is a good match and is 
complementary to the offerings of the ancillary 
tenants. An effective way to create a workable 
tenant mix is to view the specialty shops and 
department stores in the shopping center as 
parts of one big store. 


In some situations, retailers try to persuade the 
owner to provide them with an exclusive use. 
That means the owner cannot lease space to 


another tenant who provides the same 
merchandise or use, and if they do, penalties for 
the violation are usually severe. Owners, on the 
other hand, are reluctant to provide an exclusive 
use because it may preclude leasing space to 
another business that has the same type of use— 
even though such use constitutes a relatively 
small percentage of (or is incidental to) that 
tenant’s overall product or service. 


The placement of tenants in the shopping center 
is also vital. For example, shoe stores are a 
natural complement to clothing stores. An ice 
cream parlor often does well next to a sandwich 
shop or movie theater. When developers build 
new shopping centers, they pay careful attention 
to the placement of tenants in order to maximize 
their potential to attract customers through the 
shopping center as a whole. 


Retail rent 


Rents for retail space are based on the GLA of 
the individual spaces. Like office spaces, stores 
are usually rented as open shell space (or vanilla 
shell space). Unlike the practice in office 
buildings, the tenant, not the owner, is usually 
responsible for construction of the interior 
beyond the shell stage—subject to the owner’s 
preapproval of plans as well as other parameters. 
Comparatively, for office tenants, the interior 
work is usually a main item of negotiation with 
the owner prior to solidifying the lease terms. 


Base rent 


Shopping center leases state rent for the space as 
base rent, or minimum rent, which is usually 
calculated on a per-square-foot, per-year basis 
and is commonly stated in the lease as equal 
monthly incremental amounts. Base rent ensures 
the property owner a minimum income, 
regardless of the merchant’s sales success. In 
addition, retailers usually pay pass-through 
charges that cover the cost of operating the 
center, including taxes and insurance, plus 
common area maintenance (CAM) charges. 
Shopping center leases are typically triple-net, 
explained later in this chapter in the retail rent 
section. 


Percentage rent 

In some leases, retailers may also be required to 
pay a portion of their sales revenue as percentage 
rent. When percentage rent is charged, the owner 
actually shares in the success of the retailer’s 
store on the property. Percentage rent is 
generally based on gross annual sales, but most 
tenants pay percentage rent monthly or 
quarterly—except anchor tenants, who pay it 
annually. Because this type of rent is based on 
the retailer’s sales volume, owners require these 
tenants to provide gross sales reports regularly. 
Because the amount can fluctuate significantly 
from month to month, percentage rent is usually 
paid in addition to base rent. Some retailers try to 
negotiate to pay percentage rent only, but 
owners rarely make this exception—and usually 
only for large establishments with high sales 
levels. 


Because there is no universally applied 
percentage rent rate, it is determined by the type 
of business and the locale. Supermarkets have a 
large sales volume and low profit margins, yet 1 
percent of their gross sales will yield a large 
amount of percentage rent. On the other hand, 
gift shops have comparatively small sales 
volumes but high profit margins, therefore 10 
percent of their gross sales may be appropriate. 


The actual percentage is always negotiated and 
is usually collected on sales in excess of the 
amount of base rent and referred to as overage 
rent. In other words, the base rent for a store 
could be $120,000 per year, payable in equal 
monthly amounts of $10,000; if the percentage 
rent is 5 percent of gross sales, the tenant’s gross 
sales must exceed $200,000 per month before 
percentage rent applies ($10,000 + 0.05 = 
$200,000). The tenant pays the greater of the 
percentage of gross sales or the base rent. It is 
best to calculate the percentage rent on a 
monthly basis, as opposed to annually, due to 
the seasonality of shopping. 


According to the previous example, the 
$200,000 per month in sales is the natural 
breakpoint. If the store produces $250,000 in 
gross sales in a month, its rent will be the 
$10,000 base rent plus 5 percent of sales above 
the natural breakpoint—in this case, 5 percent of 
$50,000, or $2,500, meaning the total rent for 
that month will be $12,500. However, the 
prospective tenant or the owner may negotiate 


an artificial breakpoint to use as the threshold for 
paying percentage rent. The artificial breakpoint 
may be higher or lower than the natural 
breakpoint—a downward adjustment of the 
breakpoint would increase the owner’s income. 
An advantage of an artificial breakpoint is that it 
can be used to accelerate payback to the owner 
of funds advanced for TIs, lease concessions, or 
even in exchange for a reduced rental rate in the 
early stages of a new tenant’s lease. However, as 
the base rent increases over the term of the 
lease, the natural breakpoint will rise 
accordingly. Either way, knowing the exact 
meaning of the lease clause and how the 
percentage rent is calculated is extremely 
important to properly collect what the tenant 
owes. Finally, leases typically allow the owner to 
audit a tenant’s gross sales—annually or at some 
other time—to confirm the accuracy and 
truthfulness in reporting. 


Pass-through charges and net leases 

When dealing with a gross lease for retail space, 
all operating expenses are the responsibility of 
the property owner, who must recover them 
fully in the rent. Most retail tenants have net 
leases, meaning that some expenses of operating 
the property are passed through to the tenant. 
The type of net lease the owner offers 
determines what the tenant pays, and pass- 
through charges are prorated based on the GLA 
of the individual store as a percentage of the 
GLA of the shopping center as a whole. The 
types of net leases are as follows: 


* Net lease. The tenant pays a prorated 
share of real estate taxes only. 


e Net-net lease. The tenant pays a 
prorated share of real estate taxes and 
insurance costs. 


¢ Net-net-net (NNN) lease. All 
operating expenses including real 
estate taxes, insurance, utilities, CAM, 
and various fees are prorated and 
passed through to the tenant. Under a 
modified triple-net lease, which some 
shopping centers may use, the owner is 
responsible for structural (or capital) 
repairs to the building and for payment 
of management fees for the common 
areas. 


There are numerous other—mostly regional or 
local—definitions of the expenses that are passed 
through to the tenant under a particular type of 
net lease, so delineation of the pass-through 
charges is essential when describing a type of 
net lease. 


Major retail tenants might also negotiate with 
owners to set a cap (an expense stop) on certain 
expenses—most often on common area expenses. 
This ceiling ensures that the retailer will pay 
only a certain dollar amount per year for the 
particular pass-through expense or expenses to 
which the cap applies. Unlike an expense stop in 
an office lease, which sets a ceiling on how 
much the property owner pays, a cap in a retail 


lease defines a limit on how much the tenant 
pays. 


When collecting NNN (triple-net) expenses from 
tenants, real estate managers dealing with retail 
properties must consider the following critical 
factors: 


e When a shopping center has several 
tenants that have negotiated caps or 
exclusions in their NNN charges, the 
recapture of expenses to the owner 
decreases. Having less than 100 
percent collection of these expenses 
reduces the net operating income 
(NOD of the center and, therefore, the 
value of the property. 


* Because NNN charges are considered 
additional rent to the base rent paid by 
the tenant, search for service providers 
that offer quality services at reasonable 
prices. For budget planning purposes, 
reducing NNN costs by appealing 
property taxes, rebidding certain 
services, and shopping for new 
insurance will be a welcome relief to 
tenants. Keeping costs down goes a 
long way toward building tenant 
relations. 


e Generally, pass-through costs are based 
on the tenant’s pro rata share, but 
some costs can be allocated to each 
tenant on a more accurate basis. For 


example, a restaurant might have a pro 
rata share of 10 percent of the entire 
shopping center, yet the other tenants 
only offer service and office uses. A 10 
percent allocation for water or garbage 
service would not be an accurate 
representation of the true impact of the 
restaurant tenant’s use. Therefore, it’s 
common and a generally accepted 
accounting principle (GAAP) to 
allocate such expenses based on use or 
number of fixtures 

(i.e., toilets or sinks), to require tenants 
to contract directly for garbage service, 
or to provide a submeter to get an 
accurate reading of water use. In this 
way, the fact that the restaurant uses 
the majority of the service does not put 
a greater financial burden on the office 
tenant who might not generate the 
same amount of garbage per week. In 
addition, vacancies obviously will not 
generate water expenses. Therefore, 
the GLA would be altered to remove 
the vacancy from the water calculation 
and the rest of the tenants who 
actually use water. These various 
accounting tactics ensure the highest 
possible recapture of expenses to an 
owner, increasing NOI and the 
property’s value, which is a more 
reasonable way to allocate expenses— 
especially for tenants who have a 


higher pro rata share but do not 
generate an equally higher impact on a 
certain expense. 


Escalations 

Because retail leases have long terms, escalations 
have to be written into the lease in order for 
them to take effect automatically. For an anchor 
tenant, a twenty- or thirty-year lease is common, 
and for ancillary tenants, leases usually have 
three- to ten-year terms. Similar to office space 
leases, provisions for rent increases may be 
negotiated as a periodic percentage increase, or 
they may be based on the consumer price index 
(CPD, along with base-year and expense-stop 
provisions. 


An escalation provision typically applies only to 
the base rent, but escalation provisions 
sometimes apply to expense stops or base-year 
expenses. The lease for an anchor tenant whose 
sales generally surpass the agreed-upon 
breakpoint may mandate an escalation in base 
rent only once every five years. For an ancillary 
tenant, the lease usually calls for an annual 
increase; the specifics depend on market 
conditions at the time of the lease negotiation. 


Retail leases can include the simple option to 
renew or vacate the premises. The option will 
usually state that notice has to be given to the 
owner at some point, but no less than a certain 
number of days before the lease expires, and it 
usually specifies the length and the rental rate of 


the extension. For leases that have long initial 
lease periods, it’s important to keep in mind that 
the market at the end of the lease is unknown. If 
the initial lease term is ten years, there is no way 
of knowing what a market rent will be at year 
eleven. Therefore, the option period could state 
that the rent will be at market rates but no less 
than 3 percent more than the rent paid during 
the last period of the lease. The option period 
could also include a cap of 5 percent so the 
tenant is assured that market rent will not 
dramatically increase during their option period. 


The retail lease 


The standard lease for a shopping center 
includes a number of clauses that are specific to 
this type of property and addresses concerns and 
contingencies that can arise over the number of 
years covered by the lease. Additionally, leases 
for a freestanding store or for space in a small 
convenience shopping center might not have 
such specific provisions. Along with the 
specification of rental rates and how payments 
are to be made, the following lists the other 
specific clauses and considerations included in 
the standard retail lease. 


Use 

A shopping center is carefully designed and 
leased to appeal to a specific market in a specific 
location. If a tenant were to change its 
merchandise or its image—such as from 
specialty lines to general merchandise or from 
upscale to discount—that change could alter the 


tenant mix of the center or violate an exclusive 
use given to another tenant. Therefore, a use 

clause prevents tenants from using the premises 
in a different way than was originally intended. 


Exclusive use 

To minimize competition among tenants, 
prospects might seek a clause covering exclusive 
use to prohibit other tenants in the shopping 
center from selling a similar product. However, 
some competition within the center is generally 
beneficial, and an exclusive use clause can be 
counterproductive. Be aware of certain exclusive 
use clauses that might violate antitrust laws 
enforced by the Federal Trade Commission and 
might make restraint of trade illegal. Regardless, 
temporary limits on certain product lines or on 
competing store sizes might help a retailer meet 
their rent payment or give a new business a head 
start. Because it is desirable to have several 
types of tenants in each retail category in a 
regional or larger center, and because the 
merchandise carried by each retailer ina 
category tends to complement the others’ 
merchandise rather than compete with it, 
owners rarely grant exclusive use. 


In open-air shopping centers, it is common for 
parcels of land to be owned by different entities 
or to be built by the developer with that in 
mind. In such cases, there will usually be 
documents—or covenants, conditions, and 
restrictions (CC&Rs)—that affect the management 
and maintenance of the center as a whole. These 


documents dictate the pro rata shares of CAM by 
parcel size for common area services that benefit 
all parcel owners. They may dictate building and 
construction limitations to the parcel owner or 
maintenance director, as well as other provisions 
on the conduct and requirements of each. 


The following are additional uses that CC&Rs 
can restrict at the shopping center: 


e Specific types of uses that are 
prohibited in the center 


e Specific uses on certain parcels or 
within so many feet of a neighboring 
parcel 


e Building height on potential new pad 
buildings 


* Confirmation of exclusive use clauses 
that already exist at the time of 
execution of the document 


Simply being aware that these documents exist is 
the most important step, but understanding how 
to administer them is another. CC&Rs can be 
quite cumbersome and sometimes require an 
attorney to interpret. On the real estate 
manager’s end of the spectrum, it’s important to 
be diligent in ensuring that these restrictions 
adhere to all documents that govern the 
shopping center. 


Radius 
The radius clause prohibits a tenant from opening 


a similar store or from developing a similar 
chain of stores within a certain distance from the 
shopping center—typically three to five miles. 
The intent is to prevent the tenant from 
directing customers to a nearby store in order to 
reduce percentage rent. The radius provision 
also requires the tenant to add sales from similar 
stores it operates—within a certain distance of 
the shopping center—to the sales of its store in 
the shopping center when calculating percentage 
rent. 


Store hours 

Among tenants of the same shopping center, 
variation of store hours should be minimal. This 
clause authorizes the management of the 
property to set store hours for the center as a 
whole. Some anchor tenants such as 
supermarkets or large drugstores may remain 
open twenty-four hours a day. These stores are 
usually located in open shopping centers where 
the ancillary tenants maintain their own hours. 
A store-hours clause may also include provisions 
for seasonal adjustments and special hours for 
holiday shopping periods. 


Common area maintenance 

The common area maintenance (CAM) clause 
specifies exactly what constitutes the common 
area of the shopping center and what expenses 
the tenant will pay. In addition, it spells out the 
property owner’s responsibility to maintain the 
common areas and repair any damage to them. 
The CAM clause also gives the owner the right to 


expand, reduce, or otherwise alter the common 
area. The common area in an enclosed mall 
includes the mall corridors, parking lots, 
escalators, elevators, landscaped areas, and 
other parts of the property that the tenants use 
in common. In addition to maintenance, CAM 
charges include expenses for security personnel 
and alarm systems that protect the shopping 
center, its tenants, and their customers. These 
charges can also include some replacement items 
that some may see as capital improvements (e.g., 
parking lot or roof replacement) and fees for 
management of the common area as a direct 
pass-through of that expense, as a percentage 
(administrative fee) of the base rent, or as a 
percentage share of the CAM charges in lieu of 
management expense. 


As previously mentioned, CAM fees are normally 
prorated based on the percentage of GLA of the 
center the individual store occupies. On that 
basis, a store with 3,000 sq. ft. of GLA in a 
300,000 sq. ft. shopping center would pay 1 
percent of the center’s CAM costs; a separate 
clause usually specifically states the tenant’s pro 
rata share of CAM and other expenses. CAM 
clauses also include provisions on when a 
reconciliation should be completed and 
delivered to each tenant, and they provide an 
opportunity for the tenant to audit the owner’s 
books at the tenant’s expense—if the tenant 
should choose. Some leases further dictate that if 
ownership does not provide a reconciliation 
within a certain number of days after the 


applicable accounting period, the tenant will not 
have to pay any additional operating expenses. 
Therefore, it’s important to be aware of and 
adhere to these clauses to ensure that the 
ownership receives the highest revenue possible 
and allowable by the lease. Most owners would 
not be very forgiving if certain deadlines were 
missed and/or precluded collection of monies 
due. 


Advertising, signs, and graphics 

The owner retains the right to restrict the size, 
location, lettering, manner of installation, and 
language of all signs in the shopping center. 
Large malls establish uniform graphic images 
and seek to maintain consistency in the caliber 
of signage. This is especially important for signs 
that are permanently mounted on the exterior of 
the building or are placed in the center’s 
interior. Tenants may be required to spend a 
certain percentage of their gross income on 
advertising to promote their stores and the 
shopping center. Most large shopping centers 
have promotional campaigns for the center as a 
whole, and to support those campaigns, The 
owner might require tenants to participate in a 
marketing fund or merchants’ association, usually 
through a specific lease clause. Options similar 
to those described for office leases—to renew, 
expand, or cancel—may also be part of retail 
lease negotiations. 


Concessions 
Comparatively, leasing office space is similar to 


shopping centers—the owner usually offers 
concessions to secure a new lease or to retain an 
established tenancy. Because concessions are a 
special part of the lease negotiation process, they 
are usually stipulated in the applicable clauses 
rather than included as a single specific clause. If 
there is no applicable clause to amend, they may 
be listed in separate documents incorporated 
into the lease (or addenda). Ideally, any 
concession granted will not lower the quoted 
rent. It’s important to remember that any 
reduction in rent also reduces the value of the 


property. 


One type of concession, a TI, is money the owner 
provides for modification of the leased space 
before the tenant moves in. This may be a dollar 
amount per square foot or a flat amount, and the 
tenant may have to repay this as additional rent 
prorated throughout the lease term. Store space 
is typically leased as a “vanilla shell,” consisting 
of a storefront, demising walls, and HVAC. The 
TI provisions usually state that the funds can be 
used only to improve the leased premises and 
not for the tenant’s signs, fixtures, or personal 
property. Depending on the area and market 
conditions, the demised premises may include 
(or specifically exclude) other items such as 
utility lines to the interior of the space, a 
dropped ceiling, or a restroom. Tenants usually 
finish the interiors of their store spaces and 
install appropriate display fixtures themselves. 


Unlike office buildings, retail TIs rarely have a 


direct impact on structural components or 
mechanical systems of the shopping center 
building. However, the tenant will be required 
to submit a construction or remodeling plan for 
the owner’s approval before work begins. Other 
concessions include payment of a new tenant’s 
moving expenses, a higher artificial breakpoint 
for percentage rent, or a period of free rent. Free 
rent is a good alternative to a TI because it 
eliminates the out-of-pocket need to move a new 
tenant into the space—especially if there is no TI 
reserve in-house or with the lender. 


Other clauses 

Other common clauses in retail leases are 
requirements for continuous occupancy, staying 
in business for the full term of the lease, and 
continuous operation, keeping the business 
operating smoothly and consistently. Shopping 
center owners usually include sales reporting 
and sales auditing clauses to ensure that tenants 
report and pay percentage rent accurately and 
on time. Provisions regarding alterations to the 
store space, insurance coverage for the retailer’s 
business, ADA compliance, and related 
indemnification are also common. For some 
businesses, a separate clause might also address 
the tenant’s specific rights and limitations on 
parking. 


Because defaults can be monetary or 
nonmonetary, the default clause in a retail lease 
should clearly explain what constitutes a default. 
Failure to pay rent is obviously a monetary 


default, and failing to open the store for four 
days is an example of a nonmonetary default. 
Both types should have remedies stated in the 
lease, along with the rights of the owner, should 
the tenant fail to cure the default within a stated 
period of time. If the default remains, the lease 
should outline the owner’s rights for an eviction, 
obtaining possession, collection of debt, and 
other expenses for which the tenant is 
responsible (e.g., re-leasing fees or leasing 
commissions). The default clause should also 
include what constitutes a “notice” to the tenant 
of their default. Failure to properly notify the 
tenant, as stated in the lease, can severely 
interfere with the owner’s ability to evict the 
tenant—therefore, it’s important to be familiar 
with the default clauses. 


Addenda 
The following are addenda that are usually 
included in retail leases: 


° A site plan of the shopping center 
outlining the boundaries of the 
common areas and identifying any 
individual parcels 


* A space plan of the demised premises 


+ Rules and regulations governing the 
tenant’s conduct and rights to quiet 
enjoyment 


e Outside seating regulations for 
restaurants that have seating on 


sidewalks or in common areas 
° Signage criteria 


+ A copy of the franchisee sublease if the 
lease is for a corporate entity that 
subleases to a franchisee 


Other commercial property 
types 


Other professionally managed commercial 
properties include industrial sites and 
warehouses. Each poses distinct challenges to 
the real estate manager because of the unique 
requirements of its tenants. 


Industrial properties 


Industrial properties include large single-user 
buildings, incubator space for small business 
start-ups, multi-tenant business parks, self- 
storage facilities, and business continuity 
services (records maintenance). They often have 
a mix of uses that combines office, retail, light 
manufacturing, distribution, and storage at a 
single site. 


Certain technologies have affected industrial 
space needs as they have with office and retail 
uses. For the most part, manufacturers can 
maintain minimum stocks of materials, parts, 
and packaging because updated inventory 
systems—coupled with overnight shipping 
services—allow just-in-time delivery that keeps 
pace with their production levels. 


Most new industrial rental space consists of 
single-story structures that can be configured to 
accommodate a single tenant or multiple tenants 
(flex space). Often built in a business park 
setting, such spaces have no lobbies or fancy 
fixtures, and they have no load factors or add-on 
charges—rents are lower, and parking is ample 
and typically at no charge. Some tenants, such as 
e-commerce and telecommunications firms that 
set up data centers, have companies that need 
large blocks of inexpensive space. 


Other firms need their offices in the same 
building as their manufacturing or warehouse 
operations. Research facilities and factories are 
often built to tenants’ specifications, which are 
detailed in a build-to-suit lease. Easy truck 
access and abundant parking may be among 
their requirements, along with reliable sources 
of electricity and other utilities such as gas and 
water. 


Businesses and individuals may choose to store 
and secure their goods in self-storage facilities 
containing rows of attached units. Some facilities 
include living quarters for an on-site manager; 
however, other storage facilities that are not 
climate controlled pose a threat not only as 
living quarters but also for tenants’ items in 
storage. Self-storage units have various 
requirements and lease clauses that cover issues 
of abandoned property, lockouts, nonpayment of 
rent, and even prohibited items that cannot be 
stored in the units. The lease should clarify how 


to deal with the disposal of goods left by a 
tenant, along with the protocol used in locking 
the storage units. 


Warehouses 


Warehouses sometimes exist in cities, but most 
are in suburban and rural areas. Warehouses are 
leased for storage of inventory, records, or 
excess raw materials. Real estate management 
services include shipping and receiving, with 
charges based on gross weight of materials 
handled or the number of packages shipped and 
received. The storage environment (e.g., control 
of temperature and humidity) is critical for 
many materials, and federal and other laws 
mandate labeling to identify specific hazards of 
materials transported in interstate commerce. 
Such requirements will affect typical 
management procedures. 


Lease considerations 


Industrial leases include many clauses similar to 
those in office and retail leases. To maintain the 
owner’s control over the property, the use clause 
should be specific about the tenant’s type of 
business. The tenant often has direct 
responsibility for maintenance—especially if a 
single tenant is in a building. However, in some 
cases, ownership is responsible for structural 
repairs, roof replacements (not to include 
regular roof inspections), maintenance and 
repairs, and systems that serve more than one 
industrial property. 


Storage is another important consideration. 
Industrial tenants often use hazardous materials 
that require special storage facilities and special 
waste disposal equipment and procedures. To 
reduce risk and protect the value of the 
property, the leases of such tenants should 
require an annual environmental inspection of 
their leased spaces—at the tenant’s expense. The 
insurance clause will usually be specific as to the 
type and amount of coverage the tenant must 
maintain, which considers the use and materials 
being stored. 


Tenants in a research and development park or 
similar campus-style property might establish a 
tenants’ association to oversee road maintenance 
and groundskeeping, budgeting, and collection 
of fees for common area operations and 
maintenance, along with any other routine 
management activities. In a master-planned 
development, tenants in a single-use building are 
offered some form of net lease, but in multi- 
tenant properties, the tenant is responsible for 
maintaining the interior of the leased space, 
including the HVAC. 


Generally, the owner is responsible for the roof, 
structural elements, and common areas and bills 
the tenants—both large and small—for their pro 
rata shares of CAM charges, real estate taxes, 
and property insurance. The maintenance 
responsibilities of the owner and tenant should 
be clearly identified in a lease clause. In 
addition, the tenant’s pro rata shares and CAM 


inclusions should also be specified in a lease 
clause. 


It’s common for tenants in a single-tenant 
building to be responsible for their own interior 
and exterior maintenance—including that of the 
common area parking lots and landscaping. 
These types of leases usually require the tenant 
to insure not only their interior improvements 
and personal property but also the building 
structure itself and to provide liability coverage 
for the common areas as well. 


Marketing commercial space 


Businesses are not inclined to frequently 
relocate. Even if a business moves, the initial 
intention was usually to remain at its location 
for a long time. Because of the infrequency of 
moves, and because a multiple-year lease 
translates into many thousands or millions of 
dollars in rent over its term, commercial tenants 
are commonly recruited directly—although 
conventional advertising and promotion cannot 
be overlooked. 


Prospecting for tenants 


To ensure optimum occupancy, a property 
representative must make direct calls on 
potential tenants. This is particularly important 
for proposed developments because lending 
institutions usually require a certain percentage 
of a planned property to be pre-leased—leased 
before construction of the building begins or 
while the construction is taking place—before 


construction loans will be approved. 


A real estate management firm sometimes 
employs a leasing agent—either temporarily or 
permanently—whose sole purpose is to seek out 
potential tenants. The leasing agent 
accomplishes this through a process known as 
cold calling or prospecting, which involves direct 
calls to the principals of businesses—individuals 
or corporations—to discuss the possibility of 
moving their operations to the subject property. 
In order to achieve success with such a program, 
the leasing agent is expected to conduct research 
on various businesses to ensure that their efforts 
are directed toward the right prospects. This is 
especially important for retail properties that 
seek specific types of tenants to provide a certain 
product or service niche in the tenant mix of a 
large shopping center. Information regarding 
businesses that may be considering a move can 
come from many sources, such as the chamber of 
commerce, company annual reports, and 
referrals from business acquaintances. The most 
promising prospects are businesses that 
anticipate expansion or those whose leases are 
nearing expiration. 


Various online resources list commercial 
properties for lease by brokerage firms 
nationwide and even internationally. Such 
resources help bring prospective tenants to 
inquire about the site. Other regional websites 
post vacancies throughout local areas as well. 
Posting vacancies through these resources is 


relatively 


inexpensive; it’s simply a matter of 


collecting the specific data from the property. 
The following information should be provided 
when posting available spaces: 


Geographic parameters 
Square footage requirements 
Rental rates 

Detailed photographs 

Floor plans 


Leasing contact information 


Along with these online resources, a website can 


be develo 
property. 


ped specifically for a commercial 
Countless resources are available for 


developing a unique website. As mentioned in a 
previous chapter, website development can 
easily be outsourced. When doing so, remember 


the seven 


1 


2. 


Cs of website design: 


. Context. Above all, the layout and 
design should always be user friendly. 
Content. Keep it interesting and 
updated. 


. Customization. Users should be able 
to tailor the site to fit their needs. 


. Communication. Contact 
information such as email addresses, 
phone numbers, addresses, and any 
other appropriate information should 


be easily available. 


5. Connection. Possibly add links to 
similar references. 


6. Commerce. Include the ability to 
prompt commercial transactions. 


7. Community. Allow other users to 
communicate with one another. 


Similar to residential marketing, make use of a 
prospect report that records information about 
prospective tenants for office space— 
information such as the prospect’s space needs, 
current space and lease expiration data, how 
they were contacted, whether they were 
qualified for tenancy, and their status as 
prospects (e.g., whether they only received 
information or were given a tour of the 
property). These prospect reports are a 
cumulative record of the prospects brought to a 
property by a particular leasing agent. For retail 
space, information about the type of business, 
expected lease terms, and TI work is similarly 
documented along with the source of the contact 
and the status of individual prospects if the lease 
is under negotiation or is a dead deal. Such 
records determine the leasing agent’s 
commission—especially when outside brokers 
are used—as well as the overall progress in 
leasing available space. 


Certain states require licensing for real estate 
managers who negotiate the terms of a lease and 


for those who might share in any leasing 
commissions for new leases or renewal leases. 
Always stay updated with state laws when 
performing any leasing activity, and remember 
the requirements might be different for 
commercial leasing and residential leasing. 


Marketing on value 


Unlike residential property, which is usually 
marketed on personal appeal, the marketing 
emphasis for commercial space is usually on the 
dollar value the prospect will receive for the rent 
paid. In this case, value directly affects the 
prospect’s profit margin. The four principal ways 
to market space based on value are to emphasize 
(1) price advantage, (2) improved efficiency, (3) 
increased prestige, and (4) economy. 


1. Price advantage. Well-managed 
businesses always strive to improve 
net profits. If a leasing agent can 
demonstrate a price advantage in a 
location that fully meets the 
prospect’s expectations or 
prerequisites, the likelihood of at least 
stimulating preliminary interest is 
great. 

2. Improved efficiency. Convenient 
access for employees or customers, 
low utility costs, and excellent tenant 
services are some attractions that may 
turn a prospect into a tenant, along 
with better operating efficiency. 


Space plans and layouts or other 
visual aids help illustrate the 
expectation of more efficient 
operations. A demonstration of space 
adaptability is a tangible and 
especially strong incentive. Such a 
demonstration, coupled with data on 
the probable reduction of expenses, 
might justify the prospect’s move. In 
addition, because of technology 
upgrades, many businesses relocate to 
buildings that have superior electrical 
and data systems in place so their 
operations and equipment can easily 
fit into their new space. 


. Increased prestige. In terms of 
business value, prestige is a 
marketable commodity. The rent for 
prestigious space will certainly be 
higher, but greater visibility may 
increase the prospect’s business so the 
amount of rent as a percentage of 
gross income may actually be lower. 
Prestigious locations also help attract 
employees. 


. Economy. When price advantages are 
mentioned, a lower cost on a 
comparable item is implied. In 
commercial space, however, economy 
refers to space that is lower in price 
but not necessarily equivalent to the 
space currently occupied or other 


potential locations. Sometimes a 
business located in a class A office 
building could just as well have part 
or all of its operations in less- 
expensive space without 
compromising its strength or 
reputation. During periods of inflation 
or slow business activity, a prospect 
may consider less-luxurious space or 
outlying locations to control 
occupancy costs. 


Negotiations with commercial prospects are 
much more common compared with residential 
properties. Through legal counsel, the owner 
and the tenant may specifically negotiate many 
lease clauses. Negotiation of leases for 
commercial space is complex because the 
financial risks are greater on both sides—for the 
tenant and the owner. Those risks require much 
more diligence in order to help protect the 
owner’s rights and interests. 


Insuring commercial properties 


When an investor makes a “small investment” in 
commercial property, the purchase price of the 
property may be several million dollars. “Large 
investments” do not necessarily have upper 
limits, but property valued between $100 
million and $1 billion is available in most major 
cities. Whether the investment is small or large 
by industry standards, the expectation is for the 
property over its lifetime to generate income in 


excess of its purchase price. In fact, the 
purchaser’s ability to retain ownership usually 
depends on the periodic income the property 
generates. 


Owner’s insurance 


If the life span of the property ended abruptly 
because of damage, even a so-called small 
investment could bankrupt the investor. 
Comprehensive insurance coverage provides 
protection from financial ruin due to the loss of 
use of the property. However, no single policy 
can completely protect the investor; even if such 
a policy were available, the premium cost would 
be prohibitive. 


As with income-producing residential property, 
the owner insures commercial property against 
loss of income, structural damage, and liability. 
The policy identifies the owner as the named 
insured party and lists the manager as an 
additional named insured party. However, a 
major difference for commercial property is that 
insurance premiums are an operating expense 
that the owner may prorate and pass through to 
the tenants. 


While almost anything can be insured, the 
owner must balance the cost of the premium 
against the risk of leaving all or part of the value 
uninsured. To illustrate this concept, think of 
how fragile certain windows can be and the 
expense involved in replacing them—most basic 
insurance policies exclude coverage of plate- 


glass windows or limit the amount paid per year 
for window breakage. If every policy included 
this coverage and placed no upper limit on the 
amount the insured could claim, owners of 
skyscrapers could easily take advantage of the 
cost of repair and would benefit more from this 
coverage compared with owners of buildings 
with few windows that rarely need replacing. 
The insurer would have to charge high 
premiums in order to pay the claims, and the 
cost to insure a small building would be 
prohibitive. To avoid such an inequity, insurers 
exclude plate-glass coverage from basic policies 
altogether. However, a separate plate-glass 
policy can be purchased, or an endorsement can 
be added to the primary policy to pay for plate- 
glass damage. The owner of a building that has 
thousands of windows would probably 
investigate the value of paying for the coverage. 
For a smaller building, the owner might leave 
the windows uninsured and pay for the 
occasional replacement as an operating expense. 


On the other hand, retail leases in open-air 
centers generally require the tenant to be 
responsible for their own storefronts, including 
front doors, hardware, and plate glass. The 
nature of the tenant’s business determines the 
amount of use that the front doors incur on a 
daily basis. A fast-food restaurant may have 
dozens of patrons every hour as opposed to an 
insurance office that may have just a few 
customers per day. Obviously, the fast-food 
restaurant will have a higher degree of repair 


and maintenance that should not be shared 
among the rest of the tenants. This is generally 
another reason that owner insurance policies do 
not insure plate glass or tenants’ storefronts. 


After September 11, 2001, owners and managers 
of commercial buildings in New York City, in 
particular, discovered that their insurance 
coverage did not include acts of terrorism, and 
their claims were denied. In response, Congress 
passed the Terrorism Risk Insurance Act (TRIA), 
which requires insurers to make that coverage 
available. Insurers sell terrorism insurance 
coverage separately from other coverages, and 
the premiums are expensive. However, owners 
of commercial properties, especially properties 
located in urban centers, should at least consider 
purchasing it. Lenders are likely to require such 
coverage if the building is mortgaged. The 
owner’s insurance agent can advise on how 
much coverage would be appropriate. 


Several other types of insurance are available for 
commercial properties and should be considered 
depending on the location and type of the 
property. Additional types of insurance for 
properties might include flood, windstorm, 
hurricane, earthquake, and boiler and 
machinery, among others. 


Tenant’s insurance 

Because insurance for the property as a whole 
does not cover the contents of tenants’ 
individually leased spaces, most commercial 


leases require tenants to carry enough insurance 
to cover their inventory and whatever 
furnishings and equipment they have in their 
leased space—personal property insurance. The 
commercial tenant’s insurance coverage should 
be sufficient, both to preserve the business and 
to meet the obligations of the lease in case of 
disaster. Tenants may need other types of 
insurance as well, such as crime coverage and 
business interruption. Commercial tenants are 
usually required to carry their own liability 
insurance, and the lease might require them to 
list the owner of the property and real estate 
manager as additional named insured parties. 
Retail leases specifically require tenants to have 
insurance against plate-glass damage and 
business interruptions. State law requires that 
employers for all businesses carry workers’ 
compensation insurance to cover on-the-job 
illness and employee injury. 


The relationship of an insurance company with 
its customers technically gives the company the 
right, or subrogation, to sue an entity in the 
name of the insured party in order to recover a 
settlement it has paid if evidence shows that the 
other entity may be liable. Suppose, for example, 
that an electrical fire damages a building and the 
property owner’s insurance pays the claim. If 
later evidence proves that a tenant’s employee 
left a space heater on overnight and it ignited 
the carpeting, the owner’s insurance company 
might file a suit against the tenant or its 
insurance company to recover the amount of the 


claim. The existence of this right can make 
obtaining insurance difficult for both the tenant 
and the owner, so both parties are usually 
obligated to sign a waiver of subrogation to 
prohibit the exercise of this right. 


Real estate managers are generally exempt in 
their management agreements from having to 
obtain or acquire insurance coverage for their 
clients. It’s important to always be 
knowledgeable in all insurance-related matters 
in order to properly advise clients. The insurance 
agent for the owner can be of great help in 
reviewing and recommending lease language or 
for routinely shopping for better coverage at 
reduced premiums. Groups of properties under a 
single ownership can save thousands of dollars 
by insuring those properties under one blanket 
policy, as opposed to each property having an 
individual policy. 


Summary 


Office buildings are a unique kind of commercial 
property because they are often in the CBDs of 
cities and suburbs. Whether a building is one 
hundred years old or the newest one-hundred- 
story skyscraper, the value of its rental space to 
tenants depends on its location, structural 
components, proximity to transportation, 
prestige, tenant services, management standards, 
and tenant mix. As office buildings continue to 
evolve, many current trends in office space 
design are the result of technological advances 
and environmental policies, as well as tenant 


needs. Long lease terms, complex rents, and 
tenants’ desires to maximize the ability of their 
businesses to prosper in the spaces they rent 
make lease negotiations crucial to the successful 
management of office buildings. 


Most shopping centers are classified by size and 
the types of tenants they contain, but the types 
of shopping centers are constantly evolving. 
Each shopping center is planned as a single 
project, usually has a unified image, and 
provides on-site parking, especially in suburban 
centers. As with office buildings, shopping 
center rent is based on the square footage of the 
leased space, and some operating expenses of 
the shopping center are passed through to the 
tenants as a separate charge in addition to base 
rent; retailers may also pay a percentage of their 
gross sales as additional rent. 


In today’s market, even defining a retail anchor 
tenant is tricky. In the past, anchors were 
typically supermarkets and department stores, 
but today’s anchors can be anything from full- 
service department stores and mass 
merchandising retailers and grocery stores to 
movie theaters, restaurants, electronic stores, 
upscale retailers, and gourmet food and wine 
markets. Anchor tenants will not only drive 
traffic and sales to the center, but they can also 
influence the remaining in-line tenant mix of the 
center. Keeping up to date with certain trends is 
important to secure a solid and functional 
shopping center, which increases revenue and 


provides a pleasant addition to the surrounding 
area. 


Other types of commercial property include 
industrial properties, storage facilities, and self- 
storage facilities. Along with financial and 
administrative issues, managers of these types of 
properties must often deal with issues related to 
storage and disposal of hazardous materials as 
well as tenants’ special needs, such as HVAC, 
refrigeration, ceiling height requirements, 
parking, and so forth. In addition to taking care 
of special items, marketing for commercial 
properties is more aggressive compared with 
marketing for residential properties. With the 
real estate manager’s assistance, a leasing agent 
will attempt to target specific businesses as 
prospects and will even call them directly to sell 
the benefits of the property. 


As with residential space, the diversity of 
commercial property types does not permit 
development of a definitive insurance policy to 
cover all the damage that may occur at an 
individual property. When planning a unique 
combination of policies and endorsements, the 
property owner and the real estate manager 
must balance the premiums against the cost of 
self-insuring or accepting certain risks in order 
to design an insurance program that is 
economical and effective. 


1 The SDN is a list of individuals and companies owned or 
controlled by, or acting for or on behalf of, targeted 
countries. It also lists individuals, groups, and entities, such 


as terrorists and narcotics traffickers, designated under 
programs that are not country specific. The assets of these 
individuals are blocked, and persons in the United States are 
prohibited from dealing with them. 


2 BOMA is a trade association that serves the commercial 
real estate building industry. 


3 The IPMS standard for office buildings does not replace 
existing methods of space measurement. Rather, it 
supplements and interprets them so that people are speaking 
the same language when sharing measurements—they are 
considered an overlay to local measurement standards. 


4 The eight components are as follows: (1) vertical 
penetrations (stairs, elevator shafts); 

(2) structural elements (walls, columns); (3) technical 
services (maintenance rooms, elevator motor rooms); (4) 
hygiene areas (toilet facilities, shower rooms); (5) circulation 
areas (horizontal circulation areas); (6) amenities (cafeterias, 
daycare facilities, fitness areas); (7) workspace (furniture, 
equipment for office purposes); and (8) other areas 
(balconies, internal car parking, storage rooms). Source: 
International Property Measurement Standards: Office 
Buildings, 2014 (ipmsc.org/standards/office). 


Chapter 14: 
Mixed-use properties 


Mixed-use properties can be defined as providing 
more than one use or purpose in a shared 
building or development area. They have 
become prevalent as both new developments 
and repositioning rehabilitations, allowing a 
property to be used for a variety of purposes. A 
mixed-use property may include a combination 
of commercial, residential, retail, office, hotel, 
transit facility, or parking space. Younger 
generations embrace the benefits of living in the 
heart of activity without the need for personal 
transportation. 


The Urban Land Institute’s Mixed-Use 
Development Handbook defines a mixed-use space 
as providing three or more significant income- 
producing uses that foster community 
integration and create a walkable community 
with uninterrupted pedestrian connections. This 
allows for mixed-use developments to take shape 
in a variety of forms. 


There are four common mixed-use development 
plans. (1) Main street is the oldest model. It 
blends multiple uses in urban scenes that are 
integrated both physically and functionally. It 
might be a new construction or a reuse of an 


existing building. (2) Vertical developments 
allow for a combination of different uses within 
the same building. The lower floors are public 
use areas of retail, office, transit facilities, or 
government office with residential spaces above 
in the form of apartments, condos, or a hotel on 
the upper floors. (3) Horizontal developments are 
made up of single-use buildings within a 
complex. Some buildings may be used for 
residential spaces, and other buildings are 
designated for public use. This may be the 
repurpose of abandoned buildings, such as a 
former industrial area that can become a 
walkable community. (4) Shopping mall/ 
department store conversions have transformed 
buildings into mixed-use purposes. When brick- 
and-mortar retailers aren’t able to compete with 
the convenience of e-commerce, developers are 
able to reposition aging, vacant, and 
underutilized properties. There may be a 
mixture of residential buildings located nearby 
with office buildings, shops, cinemas, schools, 
coffee shops, parks, transportation, and so forth. 


Prior to the automobile and modern zoning 
practices, mixed-use developments were the 
norm. Use was later segregated by zoning, and 
integrated land uses were rare. With 
sustainability and walkability as important 
factors in community development, mixed-use 
development zoning has been encouraged. This 
allows for greater integration of uses with 
increasingly cohesive and efficient communities. 


Mixed-use development is less risky for the 
owner with multiple uses, and losses are not as 
great if a tenant leaves. Depending on the type 
of mixed-use loan, financing can be complicated. 
Loans might be hard to find, especially in a more 
rural setting. 


While mixed-use properties are more convenient 
for the consumer and environmentally friendly, 
they can be difficult to manage. They contain 
multiple types of business owners, residents, and 
tenants, and keeping everyone happy can be a 
challenge. 


Retail mix 


Mixed-use neighborhoods promote community 
and socialization by bringing together 
employees, visitors, and tourists. Examples 
might include bars, restaurants, gyms, and 
shopping combined with housing. This section 
will focus on the combination of retail with 
apartments to demonstrate how mixed-use 
differs from other forms of real estate 
management. 


Returns 


The highest return is fundamental to property 
ownership. Rent drives revenues, which in turn 
lifts net operating income. It is capitalized 
income from which property value is derived. 
However, mixed-use properties deserve special 
consideration in many respects. The most 
surprising is the required rates of return. 


The required rates of return are certainly 
personal to the investor across all types of real 
estate. What changes with mixed-use are how 
the returns are measured with respect to the 
retail environment.1 A much wider net is cast to 
include ownership benefits that are more 
difficult to quantify than rent. Accordingly, 
owners will make deals that appear to be “below 
market.” Below are some of the typical return 
metrics that ownership uses to evaluate a 
potential retail tenant and how that view may 
differ from apartments when considering a retail 
tenant in a mixed-use setting. 


Break-even point 


Many owners have an established “comfort 
zone” with how long it takes to break even2 
when considering a new retail tenant. It is not 
unusual for an owner to accept that it may be 
two to four years until the rents begin to offset 
the initial investment. There are certain 
considerations that may warrant extending that 
time period out far longer than they would 
normally accept, or in some extreme cases, 
conceding that the initial investment required to 
get this tenant may never be covered by future 
rents in the original term. The following 
examples illustrate why owners may “reach” for 
a particular retail tenant. 


Cachet 

The tenant has a unique offering that brings foot 
traffic to the property, ideally both as renters for 
the multifamily above and as patrons to the 


surrounding retailers. Many urban 
neighborhoods have unique coffee shops or 
restaurants that keep people coming back time 
and time again as it’s an experience and taste 
that simply can’t be replicated. Residents of the 
apartment above may choose to rent or renew 
based on such amenities, and this decision to 
renew is difficult to quantify, although 
recognizing that the cachet of such tenants 
improves their bottom line. As such, owners are 
willing to extend (or in extreme cases forego) 
the break-even point to improve the rentability 
of the apartments and surrounding retail. 


Physical improvements 

Many design elements are affixed to a tenant’s 
space and become the property of the owner 
when a tenant vacates. If cachet of the current 
tenant is a relatively short-term gain, physical 
improvements to the space are the long-term 
gains. If a tenant chooses not to renew and the 
owner never breaks even, the owner inherently 
understands the space is now worth significantly 
more in its improved state and will significantly 
shorten the time it takes to find the next 
replacement tenant. 


Net effective rent 

Multifamily net effective rent is gross rents less 
any concessions, but with retail tenants there are 
multiple considerations. In the apartment world, 
this allows comparison of actual apartment rents 
across periods and across properties. However, 
each retail space commands a price that’s unique 


to the characteristics of that space. By analyzing 
net effective rent, one can determine how this 
rent compares with expectations surrounding 
this space. 


Net effective rent = 
(cumulative gross rents — total deal costs) / 
years of term / sq. ft. 


Total deal costs encompass many factors that are 
particular to the retail tenant, such as 
construction undertaken by the owner 
(“landlord’s work”), commissions paid to the 
tenant’s broker, commissions paid to the owner’s 
broker, reimbursement of some or all of the 
tenant improvement allowance (TIA), and the 
cost of any possible waivers: paid to other 
tenants. If the owner wishes to bring in one of 
these prohibited uses, they generally need to 
obtain a waiver from said tenant that may come 
as a rent concession, an additional option, a TIA, 
or some other monetary concession. Such 
concession should be reflected in the total deal 
costs as a reduction to the effective rent of the 
incoming tenant. 


With this understanding of the calculation of net 
effective rent, one can now analyze how this 
return might differ in a retail setting. An owner 
may be willing to accept a 20 percent reduction 
in net effective rent to gain: 


+ Favorable co-tenancy. This tenant 
may increase foot traffic to the 
property significantly. In return, all 


other retail tenants may benefit, 
increasing the likelihood that they will 
be able to pay their rent. It is often 
said that “retail brings retail” and at 
the heart of this concept is a strong co- 
tenancy. 


+ Increased functionality. Retail spaces 
can often be demised to create smaller 
spaces that cater to a tenant’s specific 
square footage needs. In doing so, 
owners may take an obsolete layout 
and break it into several, more 
functional spaces. For example, the 
proliferation of big-box retailers made 
large square footage spaces difficult to 
re-tenant. By having multiple options 
for numerous small retailers, 
ownership can now market to a wider 
group. Often, demising that first space 
is a costly venture, but the owner is 
left with far more marketable floor 
plans, which should shorten the time 
to lease-up the remaining vacancies. A 
low net effective rent may be necessary 
at the beginning so ownership can 
more effectively rent the balance of the 
space at higher rents. 


Net lease value 

The value of a building is calculated by its 
capitalized income. Focusing on the net rents 
derived from a particular tenant allows the 


property manager to evaluate whether the 
increase in the building’s value as a result of that 
tenant makes upfront expenditures worthwhile 
for the owner. Such an increase in the building’s 
value is the net lease value. In the case of a 
possible sale, this additional income may be a 
material decision in selling the building. 


The net lease value calculation assumes the 
following: 


+ The tenant makes all payments in 
accordance with the original lease. 


+ The tenant stays for the duration of the 
original term. 


e Rent commences on a date based on a 
predetermined construction schedule 
or receipt of permits. 


As properties compete for fewer tenants, a 
heightened competition gives way to “flexibility” 
with lease terms that were previously considered 
static. Leases may be amended early during the 
lease term. The most common amendment is a 
postponement of the rent commencement date 
because construction took longer than expected 
or became more costly. Likewise, there may be a 
request for an increased TIA or a “ramp-up” 
period where rents are a percentage of gross 
sales rather than fixed. It’s important to 
recognize that this flexibility on the part of the 
owner results in this metric being less than 
originally modeled. Accordingly, ownership may 


make a mental adjustment that this fixed 
number is likely to be a range depending on a 
number of factors—the speed with which the 
tenant can open, the success of their first year, 
and the actual cost of construction. 


Compatibility 

Multifamily is prohibited by federal law to give 
preferential treatment of an applicant. Leasing 
retail space offers the real estate manager a 
choice between multiple prospective retail 
tenants that are most compatible with the 
neighborhood and the property and a 
complement to existing retail. Note that these 
are further considerations when rent is not the 
foremost consideration. 


Suitable neighbor for residents 

This is often the single most important factor in 
determining whether a tenant will be a good, 
long-term partner. Some of the nuisances 
presented are obvious (noxious odors, 
excessively loud music, late-night crowds), but 
others are more subtle. Take, for example, a 
successful restaurant concept with a respectable 
following and an impressive culinary offering 
but less impressive operations. Such “back of 
house” failings will almost certainly result in a 
pest problem that, once it presents itself, is 
almost impossible to eradicate. Combine that 
pest problem with the number of residents 
above, and the retail tenant may cost more in 
lost renewals than they bring in rents. 
Cleanliness, ratings, and first-class operations 


must be compatible with residential settings. 
Tenants are often turned away because their 
operations simply cannot peacefully coexist with 
residential residents. While some tenants may 
stay open too late, which is a noise/nuisance 
problem, other tenants may not be open enough. 
For example, a solid coffee tenant is a mainstay 
in mixed-use settings. Apartment residents often 
expect that coffee will be available seven days 
per week at traditional times. However, the 
smaller retailer may struggle to remain open 
seven days per week especially if a majority of 
patrons are based on surrounding office 
properties that frequent the coffee shop Monday 
through Friday exclusively. Remaining open 
seven days per week may be a luxury that a 
smaller retailer simply cannot afford. For this 
reason, ownership will often get very granular in 
their lease regarding operating hours by 
specifying the number of days the tenant must 
remain open as well as the specific operating 
hours for each day. Any departure from the 
agreed-upon schedule may require prior written 
approval. 


Complement to the community 

Recognizing that communities and 
neighborhoods often have an identity that 
transcends a particular building is key to 
running a successful project. For example, 
offering pizza in an area characterized by 
Japanese cuisine is unlikely to be well received. 
While the tenant may pay the desired rent, have 
favorable credit, and have an established 


reputation, it can be perceived as a tone-deaf 
offering based on the wants and needs of that 
particular community. However, this is often the 
most violated consideration because it can be 
difficult to turn down a viable tenant that may 
pay superior rent. 


Infrastructure 

Tenant compatibility with the existing 
infrastructure is a significant factor in selecting a 
particular tenant. For example, a former sushi 
restaurant whose primary offerings were raw 
rather than fried may be incompatible with a 
replacement tenant who specializes in fried 
chicken (undersized grease interceptor) or hot 
pot (insufficient heating, ventilation, and air 
conditioning [HVAC] to cool the space). While 
these physical limitations can be overcome with 
sufficient funding, the time that it takes can be 
prohibitive. A restaurant generally accepts that 
it may be six months or even a year away from 
opening, but extending the time significantly 
beyond that means opening in a potentially 
different economic time, exposure to further 
competition, and a different set of circumstances 
under which the lease was signed. Tenants often 
lose momentum as the time it takes to open is 
prolonged. For that reason, sophisticated tenants 
often negotiate exit clauses that allow them the 
right, but not the obligation, to terminate the 
lease if ownership is unable to deliver the space 
to them with the requisite infrastructure in place 
under a year from mutual lease execution. By 
building in this exit, tenants protect themselves 


from having to open under adverse conditions. 
Management 


Leasing obligations 

Generally, owners handle all interior 
maintenance and repairs for apartments. The 
traditional retail lease puts maintenance and 
repair obligations on the tenant (as it pertains to 
their space).4 The most common maintenance 
requests retailers make are as follows. 


+ HVAC. The lease will specify that these 
units require no less than quarterly 
preventative maintenance, as these are 
costly pieces of mechanical equipment 
that generally outlive the tenant’s term 
and are the property of the owner 
when the tenant vacates. For these 
units to reach their maximum useful 
life, routine maintenance is mandatory. 
However, retail tenants often fail to do 
maintenance, resulting in leaks or 
malfunctions that property managers 
are often eager to fix and would be 
handled seamlessly by the owner if this 
were an apartment. Before proceeding, 
check the lease, request proof of 
maintenance, and provide a time line 
for repairs in accordance with the 
lease. If the tenant does not follow 
through, the owner can generally 
repair and bill back. Retail leases are 
as varied as the retailers themselves. 


Any repair obligations should be 
undertaken to the extent that the 
owner is responsible for such repair or 
it has become clear the tenant is 
unwilling or unable to make such 
repairs. 


+ Plumbing. Repairs in this section refer 
exclusively to plumbing that services 
only that tenant. If the plumbing repair 
will affect more than one tenant (apart 
from a necessary shutdown to 
complete the job), then the owner 
generally cannot expect the tenant to 
handle such maintenance nor would 
the owner want the tenant to make 
repairs that affect the building as a 
whole. Normal lease clauses will limit 
a tenant’s space, and maintaining the 
plumbing that they exclusively use is a 
cost to the tenant. 


Common area maintenance 

Common area maintenance (CAM) in apartments 
is the owner’s sole cost and billable only to the 
extent that recovering such upgrades may be 
passed back, in part, as dictated by local housing 
laws. In a retail setting, most CAM that benefits 
all tenants is generally billed back as CAM. The 
handling of CAM expenses varies widely by lease 
and owner; however, CAM in a mixed-use 
setting is distinctly different from that of 
apartments. 


Recoverable vs. nonrecoverable. A standard 
clause of most leases is to pass through ordinary 
expenses associated with maintaining the 
common area. A lease can contract around what 
is considered an industry standard. 


Recoverable expense. These tend to be the 
everyday expenses associated with keeping the 
property running and include everything from 
common utilities to janitorial services. The 
tenant typically pays a pro-rata share that is 
their gross leasable area (GLA) divided by the 
total GLA of the retail project. Even some 
“extraordinary” (i.e., nonrecurring) expenses 
may be recoverable to the extent that the lease 
allows the owner to bill back. Examples of this 
include redoing the facade of the buildings, 
upgrading the landscaping, or demolishing the 
parking lot asphalt and replacing it. These types 
of capital expenditures are often amortized over 
the improvement’s useful life and passed 
through incrementally to the tenant over the 
useful life. Such billing helps the tenant to 
finance the cost of these improvements and not 
immediately make CAM above market in a way 
that negatively impacts profitability. 


Nonrecoverable expenses. These include 
anything beyond the regular maintenance and 
repairs associated with running the property. 
Sophisticated tenants will exempt by lease clause 
anything beyond regular. If the owner decides to 
significantly remodel the exterior of the 
property, CAMs may double that year; the tenant 


may find themselves unprofitable through no 
fault of their own. To guard against increases in 
expenses that are not feasible, such recoveries 
are often excluded. Additionally, there may be 
generally accepted accounting principle (GAAP) 
considerations that further limit what is 
recoverable. 


Reconciliations. Reconciliations occur around 
the start of the second quarter. CAM expenses 
generally shift year to year to account for the 
changing prices of the underlying services. When 
budgets are drafted in the preceding year, the 
CAM expenses are estimated and the tenant is 
billed in accordance with these estimates. 
However, expenses are reconciled the following 
year, resulting in a credit due to the tenant 
(estimates exceeded actual expense) or a credit 
due to the owner (estimates fell short of actual 
expenses). The accounting department usually 
reconciles these billings with input from 
operations to determine what’s billable, subject 
to a cap, and tenant specific (i.e., should be 
excluded from common area billing). This 
handling is unique for retail properties and one 
of the areas where apartment management and 
commercial management differ. 


CAM pools. This procedure will be 
demonstrated through an imaginary property 
with the following tenants: 


Tenant A: Italian restaurant 


Tenant B: Fried chicken restaurant 


Tenant C: Wine bar (no food) 
Tenant D: Pharmacy 
Tenant E: Stand-alone bank 


Tenant A and tenant B have a shared grease 
interceptor; the owner should coordinate a 
regular cleanout as well as handle any repairs 
because the maintenance affects more than one 
tenant. Tenants C and D never use the grease 
interceptor and should not share in this expense 
simply because their units are tied into the 
grease interceptor. Tenant E is a bank that 
handles all its own maintenance, including the 
exterior, interior, and roof for the pad building. 
This illustration shows that common areas 
expenses are often not common to all tenants 
but only a select few. To recognize that every 
tenant should be responsible for only those 
expenses that benefit them (directly or 
indirectly), a CAM pool is created that specifies 
tenant obligations. 


This handling is unique, as managers generally 
do not make distinctions across tenants when 
deciding how much of a common area upgrade 
may be passed through indirectly in the form of 
higher rent to apartment residents. All 
apartment residents should pay proportionally 
based on the local law that governs how much 
rent can increase as a result of common area 
upgrades. 


Summary 


Mixed-use properties combine at least three 
income-producing uses in an urban main street, 
vertical, horizontal, or shopping mall/ 
department store conversion. Integrated and 
walkable environments have become a popular 
form of development. The revitalization and 
repurpose of buildings adds value to otherwise 
devalued real estate. 


Mixed-use properties have unique considerations 
requiring a specialized management skill set. 
The mixed-use property manager must be aware 
of key drivers for the property owner, such as 
factors that impact returns and tenant mix 
compatibility. Additional factors unique to the 
mixed-use property are the varying tenant lease 
obligations and CAM arrangements. It is 
necessary for the real estate manager to become 
proficient in all forms of property management 
or it will be a requirement to hire various real 
estate managers with specific talents and skills 
for the property types of mixed-use 
development. 


1 Mixed-use properties refer to any two property types that 
generally coexist in close proximity to one another, whether 
or not the different types have common ownership. 
However, for purposes of this discussion, we will focus 
primarily on mixed-use, which houses retail on the first (or 
lower) levels with multifamily housing above, specifically 
apartments. 


2 For purposes of this discussion, break even is defined as the 
point at which all out-of-pocket costs (including the 
“landlord’s work,” tenant improvement allowance, 
commissions, etc.) are covered by future rents (base rent, 
percentage rent, triple-net). The “landlord’s work” shall refer 


to work specific to that tenant’s buildout, so bringing HVAC 
or electrical to the space would be excluded under the 
assumption that the cooling and electrical needs are typical 
for any tenant. 


3 Retail tenants often have clauses in their lease that prohibit 
certain other types of retailers from renting space in the 
project. Sometimes, this is to protect their use such that they 
are the only tenant in that category (an exclusive). For 
example, Starbucks often does not allow other coffee shops 
to enter a project once they have signed a lease such that 
their sales are not cannibalized by a similar use. Other times, 
this is to prevent the owner from putting in tenants that are 
not accretive to the bottom line. For example, a restaurant 
would typically not want to co-tenant next to a gym, medical 
office, or ghost kitchen. These three tenants do not bring foot 
traffic that “cross pollinates.” When a patron goes to the 
gym, they generally do not go out to eat, so the restaurant 
does not get that benefit. 


4 Structural elements, repairs that go beyond their “four 
walls” or affect the building envelope, are generally still the 
obligation of the owner to maintain at their expense. 


